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Cut your payroll bookkeeping in half! 


* 
THE NEW social security law increasing benefits also increased the amount you must withhold from your employees’ 
pay. This makes all previous withholding tables obsolete. You must now recalculate withholding deductions for 
every employee. These new tables make this work easy for you. 


Combined withholding tables enable you to cut in half the work of determining the amount to be withheld 
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use of these combined tables. 


These tables were prepared by the tax department of McKesson & Robbins, Inc., under the direction of Peter Dirr, 
who is also editor of the Payroll Taxation department of THE JourRNAL oF Taxation. The format has been tested 
in actual use during the past two years—the only change now is in the insertion of the new figures to give effect to 
the new law. 
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table consists of four pages. 
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$2. Individual tables for any pay period are 50¢. Quantity discounts are: on $10 order, 10%; on $11 to $25 order, 
20%; order of $26 or over, 25%. Minimum order: $2. 


Recommended practice, based on experience, is to provide each person making up payrolls with a table for each 
of the pay periods he works with. 
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THE DEPRECIATION IMPASSE: A MEASURING OF THES§SU 


A small, but vital, management group 


needs to be more realistic about depreciation 


by JOEL BARLOW 


Some short-sighted management and some, but by no means all, professional ad- 


visers, stand in the way of progress toward a realistic tax depreciation system that 


encourages replacement of obsolete equipment. This point, advanced by a thought- 


ful and experienced member of the bar, is aimed also at some accountants who 


themselves do too little to achieve adequate depreciation deductions. This analysis 


of our present difficulties with depreciation is adapted from a paper written for the 


Tax Institute’s Symposium in Princeton late in November (see box on facing page). 


O' R immediate concern in this discus- 
sion is management’s responsibility 
to make certain that both industry and 
Government adopt more realistic tax de- 
preciation policies. In this, the con- 
sensus seems to be that management has 
been singularly deficient. 

The consensus also seems to be that, 
unless the old Bulletin F physical life 
concept is relegated to the ash heap, 
there will be a continuing diminution 
of investment in productive facilities. 
This historical physical life concept has 
been management’s undoing over the 
years. Less investment means even more 
obsolescence in our national industrial 
plant. A indicates an 
obsolescence factor in existing machine 


recent survey 
tools in this country of something in the 
order of 50%. Less investment in turn 
means less productivity, less income, less 
revenue, more inflation and finally loss 
of our world markets and even our mar- 
ket at home. 

his is no imaginary horrible. The 
handwriting on the wall can already be 
seen in the influx of foreign automobiles 
into 
country. Already we have the prospect 


and foreign machine tools this 
—yes, even the beginning—of Russian 


dumping of surplus machinery and 
equipment in South America and other 
world markets. In another 10 years Com- 
munist China will also be an industrial 
threat. 

The only hope we have of meeting 
this foreign competition where skilled 
labor rates are 1/5 of ours is to overcome 
our high labor costs through newly de- 
signed labor-saving machinery and equip- 
ment. The principal deterrent to the 
acquisition of this machinery and equip- 


ment is our outmoded tax depreciation 


policies. They preclude the recoupment 
of investment by forcing the industrial 
taxpayer to overstate his income and 
overpay his taxes. And when I refer to 
“forcing” the taxpayer, I do not mean 
to imply that the coercion always comes 
from the Government. Sometimes, as I 
shall point out later on, it is imposed 
by the auditor or the tax adviser. Some- 
times it is the self-imposed sentence of 
management itself. 

And I should like to make it clear at 
the outset that I am talking about de- 
preciation policies as being unrealistic 
because they ignore technological ob- 
solescence. My principal emphasis is on 
this factor and not on the impact of in- 
flation. I am not urging additional tax 
depreciation allowances simply to mini- 
mize the impact of high tax rates. My 
basic premise is that, if we can get the 
realistic allowances 
that are necessary to get rid of tech- 


tax depreciation 
nological obsolescence, we can then be 
concerned about inflation and high tax 
rates just as any other group of tax- 
payers has to be concerned about them. 
I am not seeking any special or dis- 
criminatory haven from inflation for 
business income. I simply want its ex- 
posure to inflation to be no greater than 
that of other taxpayers. Any other ap- 
proach would not only be indefensibly 
selfish but politically unrealistic in terms 
of corrective legislation. 

The this Symposium 
admit to a general agreement in all 
quarters that a very considerable seg- 
ment of corporate management is not 
properly depreciating and replacing the 
corporate shareholders’ productive assets. 
As a consequence of this’ shortsighted 
policy, it is in effect liquidating the 


speakers in 


bed 
shareholders’ investment by overstating” 
income and needlessly paying additional” 
taxes and renegotiation refunds. We) 
must keep in mind in considering the : 
impact of inadequate depreciation that” 
we now have two tax systems: (1) the 
income tax with its high rates, and (2) 
renegotiation, which is a tax without a 
rate arbitrarily imposed on a substan- 
tial segment of American business. 

Despite the inadequacies and short. 
sightedness of the Federal Government's 
tax depreciation policy, the evidence be. 
comes more persuasive every day that 
the principal responsibility for unrealis 
tic depreciation practices in industry 
must be laid at the door of manage. 
ment itself. In the first place, a very 
considerable segment of management is 
not claiming the depreciation available 
to it under the new methods provided 
in the 1954 Code. This is particularly 
true in the case of the smaller companies 
and medium-sized companies in writing 
off productive machinery and equip 
ment. Also, as you know, management 
has very largely ignored the Commis 
sioner’s invitation under Bulletin F to 
come in to the Internal Revenue Serv- 
ice office and make a case for shorter 
depreciable lives by establishing tech- 
nological obsolescence. The aircraft, 
automobile and steel companies have 
moved up, but few other taxpayers have 
made their case. 

The Treasury knows this and un 
doubtedly will take steps to find out 
more about the causes and reasons be- 
fore it legislative 
changes or decides to reissue Bulletin 
F. Its reluctance to move helpfully again 
without some assurance of industry sup- 
port and need is quite understandable. 

There is no intention here to absolve 
Share of the 
blame. The Treasury’s Bulletin F ap- 
proach has been an insufferable strait 
jacket. And, contrary to some of the com- 
ments at this Symposium, the new? 
methods under the 1954 Code are noj 
solution so long as they must be applied| 
to historical lives and be hemmed in by} 
historical salvage value concepts. The 
Treasury's recent emphasis on salvage 
value and retroactive salvage adjust 
ments is hardly an enlightened ap 
proach to the depreciation problem 
Probably, however, we shall have t 


again recommends 


the Government of its 








face up to the inconsistency of capital 
gains treatment on asset disposition be 
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fore the Treasury will stop carving out 
salvage value and imposing Bulletin-F 
physical lives. 

On balance, however, it seems fair to 
say that, instead of engaging in the popu- 
lar pastime of blaming the Government 
and making the Treasury Secretary and 
the Commissioner the scapegoats, man- 
agement might well take a look in the 
mirror. There it will see at least three 
management groups (usually, but not 
always, in the small and medium-sized 
companies) which are principally respon- 
sible for the durability and longevity of 
our outmoded and unrealistic tax de- 
preciation policies. Names are only 
labels for our ignorance and so, per- 
haps, these groups can be described, 
despite the somewhat ugly terms, as un- 
informed management, misinformed 
management, and shortsighted and even 


selfish management. 


Uninformed management 


Too many officials in management are 
completely ignorant of the effect of un- 
sound depreciation practices they have 
been blindly following for years. In 
their ignorance they have never ques- 
tioned them nor have they questioned 
the accounting concepts or accountants 
who evolve them. They have neither 
surveyed their own depreciation prac- 
tices, nor questioned their validity. They 
have never filed any protests with the 
Commissioner because inadequate de- 
preciation never gives rise to tax de- 
ficiencies! They have done nothing. 

Chey have been overstating their in- 
come and overpaying their taxes for 
years. They have also been paying re- 
negotiation refunds on so-called “‘exces- 
sive profits” simply because they have 
not properly charged off depreciation 
against gross income. Too often the re- 
negotiation refunds they paid have been 
exactly measurable by the depreciation 
allowances they failed to claim. These 
taxpayers and renegotiation refunders 
have done nothing because they under- 
stand nothing about depreciation. They 
have been completely oblivious to tax 
and other fiscal realities. 

In this group there has been no pur- 
poseful overstatement of profits to justify 
higher salaries and bonuses. But even 
their most sympathetic defenders would 
have to admit, however, that overstated 
paper profits lower the resistance of both 
management and stockholders to higher 


salaries, wages, bonuses and fringe bene- 
fits. Certainly no one will deny that 
overstated profits are something’ of a 
handicap in. labor negotiations. Some 
managements are just beginning to find 
this out as the unions move in. 


Misinformed management 

There is a second management group 
that is not ignorant and uninformed in 
the same sense as the first group; they 
have sought information and have been 
supplied information, but are still mis- 
informed. Often they rely on auditors or 
other tax advisers (and this includes 
lawyers) who are giving them bad ad- 
vice—who neither understand deprecia- 
tion nor the nature of the facilities 
subject to it and are quite oblivious of 
Bulletin F. They have been approving 
the writing off of machine tools, for ex- 
ample, over periods of 20, 25 or even 
30 or 33 years without regard to obsoles- 
cence or inflation or the impossibility 
of recouping an investment under these 
unrealistic physical lives. Strangely 
enough, some of them have been approv- 
ing these long lives for one company 
and permitting another company in the 
same industry to write off the same fa- 
cilities in half the time. In fairness to 
these auditing firms, it must be stressed 
again and again that they are handi- 
capped in not getting any very helpful 
information from management. But too 
often, they do not even ask for it. Some 
of them are as oblivious as management 


to the full significance of the Commis- 
sioner’s invitation in Bulletin F to come 
in and make a case for obsolescence and 
shorter depreciable lives. 

You will remember that when 
companies adopted the sum-of-the-years- 
digits and declining-balance methods of 
the 1954 Code, many auditors insisted 
on copious footnotes stating in effect that 
the new methods gave rise to a distortion 
of income. Until this practice stops and 
auditors stop insisting on what amounts 
to two sets of books, the Treasury and 
Congress will be looking askance at real- 
istic tax depreciation write-offs. 

The charge has been made, and ad- 
mitted in certain quarters, that some 
auditors and 


also 


advisers know 
better, but they are afraid to recommend 
changes principally for two reasons: (1) 
They are reluctant to admit they have 
been wrong for so many years, and (2) 
they are afraid to get into a controversy 
with the Treasury because they think 
this could have dire consequences for 
the taxpayer, for their other clients, or 
even for themselves as auditors and ad- 
visers. Some have expressed apprehen- 
sion that the company might conceiv- 
ably dispense with their services either 
because they got into a tax controversy 
or because they have given such bad ad- 
vice for so many years. 

reluctant to think that these 
selfish and unenlightened apprehensions 
are generally prevalent—but they cer- 
tainly do exist. 


other tax 


I am 





THE TAX INSTITUTE held a very suc- 
cessful two-day symposium on depre- 
in Princeton in 
This is the second in its new series 
of meetings devoted to various aspects 
of “The Impact of Taxation on Man- 
agement Responsibility.” The first of 
these on, “The Effect of Tax Policy 
on Executive and Worker Compensa- 
tion,” was held last spring. Proceed- 
ings of the spring meeting have just 
now been printed.* 

The depreciation symposium was 
distinguished by the participation of 
a large number of well-known ex- 
perts, representing business, law, ac- 


ciation November. 


counting, government and _ universi- 
ties. Part of the success of the meeting 





TAX INSTITUTE HOLDS SYMPOSIUM ON DEPRECIATION 


was attributable also to the high 
technical level of understanding of 
the audience, which numbered near- 
ly 200. 

On the accompanying pages we 
print somewhat shortened versions of 
three of the more practical papers. 
Complete texts of these, as well as all 
the other papers, will ultimately be 
published by the Institute. 

Your editors feel that Mabel 
Walker, Executive Director, Joel Bar- 
low, current Institute president and 
chairman of the symposium, and the 
other officials deserve much credit for 
this highly significant meeting. 
*Copies may be obtained from the Tax 


Institute, 457 Nassau St., Princeton, N. J. 
Price $4. 
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[Joel Barlow is a member of the Wash- 
ington, D. C., Bar, a partner in the firm 
of Covington & Burling, chairman of the 
tax committee of the Chamber of Com- 
merce of the U. S., and the new Presi- 
dent of the Tax Institute for the coming 
year.] 





evident that this second 
like the first, the 
ignorant group, also labors under the 
that overstated paper profits 
are real profits and a proper yardstick 
for measuring employee compensation 


It will be 
group of managers, 


illusion 


and profit-sharing. 

In considering further the plight of 
this misinformed management group, I 
like to moment to 
emphasize that our whole concept of 


should digress a 
depreciation must change. 

It must be evident to anyone that the 
vagaries of inflation and obsolescence 
preclude the application of rigid for- 
mulae in solving the depreciation prob- 
lem—particularly those formulae which 
embrace the 


Bulletin F. 
One would think that it is about time 


physical-life concept of 


that the learned mystics of the “scien- 
tific approach” would concede this. In- 
stead, however, they seem to cling ten- 
aciously to some facet of the historical 
Bulletin F approach—presumably for the 
reason that it usually is an integral part 
of their so-called “scientific formula.” 

It would seem to be only a question 
of time before they will reluctantly agree 
that our whole concept of depreciation 
must change. Some of them are grudg- 
ingly making the transition now. They 
are beginning to admit that we must 
get away from the emphasis on wear and 
tear and think in terms of obsolescence 
and incentive-type depreciation. It is 
finally dawning on them that obsoles- 
cence, inflation and the competitive sys- 
tems in Europe and Canada make this 
mandatory. 

Actually, they know that no such for- 
midable formula is needed to determine 
the period in which a production facility 
should be written off for tax purposes. 
Since the decision must come ahead of 
the actual experience, it cannot be much 
better than an educated guess anyway. 
In this new era of rapid technological 
change no one can tell exactly what the 
new factor of obsolescence will be. But 
it is there, nevertheless, and despite its 
parenthetical de-emphasis in the Rev- 
enue Code, it now looms more impor- 
tantly than the factor of wear and tear. 
Very simply stated, the depreciable 








February 1959 


life must be a short enough period so 
that the prospect for the depreciation 
write-off does not stand in the way of a 
necessary replacement or addition. This 
is the basic premise of the new deprecia- 
tion methods adopted by Canada and 
other leading industrial nations of the 
world. It is the basic premise of the 
bracket system proposed by the machine 
tool industry, or as someone has re- 
named it, the class-rate approach. These 
other nations have recognized, as we 
must recognize sooner or later, that all 
doubts must be resolved in favor of a 
short depreciable period which will in- 
duce the taxpayer to acquire and re- 
place. This is not only in the taxpayer's 
interest but in the long-range interest 
of the revenue as well. Obviously, the 
person best qualified (or the only quali- 
fied person) to make the decision is the 
taxpayer himself. This is the reason that 
the concept of “optional depreciation” 
has so much to recommend it. This is 
the reason that the 1958 depreciation 
amendment provide 
mentum. It would provide more and 
more in the direction of a permanent 


will some mo- 


solution if the $10,000 limitation were 
simply removed. This is nothing more 
than a question of logic versus politics. 

Resolving doubts, as Bulletin F has 
done, in favor of the longest possible 
period to give short-range protection to 
the revenue is shortsighted by any test. 
And it is fair to say that even a new 
liberalized Bulletin F combined with the 
new depreciation provisions enacted in 
1954 and 1958 will not go far enough 
to give the United States assurance that 
it will have the modern facilities needed 
to keep up in the race with our foreign 
competitors. 

No matter what preconceived notions 
we may have about different deprecia- 
tion methods and their relative merits 
and impact on the revenue, the very 
fact that the other industrial nations of 
the world have moved ahead and pro- 
vided incentives makes it necessary and 
inevitable that we follow suit. It would 
appear that our scientific friends will 
just have to be pragmatists with the 
rest of us. 

A simplified classification of facilities 
with much shorter depreciable lives fol- 
lowing the new Canadian pattern or the 
closely related “‘bracket method” advo- 
cated by the machine tool industry, pre- 
sents a simple and entirely workable 
solution. It would seem to be only a 
question of time before the United 
States will adopt this pattern. 








ke 


The third delinquent group brings 5 
into sharp focus the interrelationship of 7 
depreciation and compensation policies, ¥ 
and management’s responsibility for 
them. 


Selfish management 


The deficiency of this group grows 
out of its shortsighted concern for its 
own short-range interest. It seems to 
have a mistaken notion that deprecia- 
tion is nothing more than a cost with an 
adverse effect on profits, as well as on 
the opinions of bankers and _ share. 
holders. 

The officials in this group are in 
formed after a fashion. They are simply 
afraid to take realistic depreciation be- 
cause this would substantially reduce the 
paper profits they have been relying on 
for years to iftpress their bankers and 
their shareholders. This is the manage- 
ment group, which is criticized as being 
more interested in impressing _ its 
stockholders than in protecting them or 
in earning real profits for them. As sorme- 
one indicated here at this Symposium, 
some managements are reluctant to re- 
duce their profits with additional de- 
preciation today because this might in- 
crease the profits for a new management 
tomorrow.. 

This is the management group which 
seems to be more concerned with per- 
petuating itself in office than it is with 
its overstatement of income and over- 
payment of taxes. Apparently, it is afraid 
that a reduction in income as a result 
of realistic depreciation deductions 
would have all kinds of serious conse- 
quences for the company—and for man- 
agement. 

For example, the stockholders might 
lose confidence. Bank credit lines might 
dry up. The market price of the stock 
might go down, making it possible for 
“raiders” to come in with what this man- 
agement likes to describe as a “wholly 
unenlightened and selfish approach.” 

So as not to be unfair or misinter- 
preted, I hasten to point out that this 


concept of depreciation as a profit de- | 


pressant, and management's concern 


selfish management motives. I hasten to 
add that I mean to make no case for 
“raiders.” Nothing interest 
them less than facility ownership and de- 
preciation. But, it must be said that, 
whatever the motivation, both 
meaning and selfish managements must 
be impressed with the fact that an 


seems to 


well- 





; 4 
about banker and stockholder relations i 


do not always (or even often) stem from § 





ar 


pl 
lic 








brings 
hip of 
rlicies, 
y for 


grows 
for its 
ms to 
precia- 
ith an 
as on 
share. 


re in- 
simply 
on be- 
ice the 
ing on 
rs and 
anage- 
being 
g its 
em. Or 
, somne- 
osium, 
to re- 
al de- 
rht in- 


ement 


which 
h_ per- 
s with 

over- 
afraid 
result 
tions 
conse- 


man- 


might 
might 
stock 
le for 
$ man- 
wholly 
vo Wy 
sinter- 
at this 
fit de- 
yncern 
lations 
1 from 
ten to 
se for 
nterest 
nd de- 
that, 


well- 


} must ' 


at an 





— 


f 


unrealistic depreciation policy is in no- 
body’s interest tomorrow, no matter how 
it dresses up the balance sheet today. 

Reluctantly, however, we must admit 
that in this third group there is a selfish 
minority that uses the spectre of low 
profits, loss of credit, depressed stock 
prices and banker and stockholder op- 
position to try to justify the very mini- 
mum depreciation deductions. This is 
that little segment of management that 
resorts to all kinds of rationalizations to 
try to justify the misrepresentations they 
are continually making to their share- 
holders in their income statements and 
balance sheets. They blame inflation 
with the comment that no one can do 
anything about it anyhow—it is like 
Mark Twain’s weather. They also blame 
the Treasury and Bulletin F for the long 
depreciable lives they are using—secret- 
ly glad, however, that Bulletin F or some 
other formula is there to provide them 
with an excuse, knowing full well that 
they are really not stuck, even under 
Bulletin F, with the minimal deprecia- 
tion deductions they are taking. 

rhis little group of irresponsible man- 
agement can be so oblivious to the best 
interests of its corporate owners and so 
solicitous for its own selfish welfare that 
it does not want to reduce paper profits 
with realistic depreciation deductions 
because this would reduce profit-sharing 
for management. Stock options are not 
very valuable unless earnings and stock 
prices go up. And here in bold re- 
lief is the limited, but precise, area of 
conflict between depreciation and com- 
pensation policies. 

These same management officials (and 
fortunately there are not too many of 
them) are not averse to arguing that 
accelerated depreciation and fast amorti- 
zation resulted in over-expansion, and 
they do not want to get into that box 
again by stepping up depreciation. They 
that this 
brings about recessions like the one just 


also argue over-expansion 
now ending. 

Of course, they know full well that 
overexpansion or so-called “excess ca- 
pacity” is not the real trouble at all. The 
real dificulty is too much high cost pro- 
duction of too many obsolete products 
with too many obsolete facilities. They, 
and a lot of other misinformed people, 
seem to like to confuse capacity with 
productivity. 

They know full well that, only with 
many new and improved facilities to 
produce many more new and improved 
products, can American industry beat 


down high costs and inflation and com- 
pete effectively for the markets of the 
world. 

Actually, this little group is not really 
competing for anything at all. It is just 
holding on to perpetuate itself ‘in office, 
paying itself bonuses out of overstated 
profits and hoping fervently that time 
or a miracle, or perhaps even a formula, 
will solve its problems. In the meantime, 
despite a pattern of “profits,” it is grad- 
ually liquidating the business of its 
shareholders by ignoring obsolescence 
and overpaying taxes. 

You will understand that this picture 
of these three limited management 
groups cannot be construed as an in- 
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dictment of business management gen- 
erally. Although there has been a gen- 
eral misunderstanding of depreciation 
and obsolescence and an indifference to 
their impact upon profits and taxes, 
management generally has made a real 
beginning in recent years in facing up 
to the depreciation and replacement 
problem in an earnest effort to solve it. 

It has seemed to me, however, that the 
really deficient segment of management 
is significant enough and the problem is 
serious enough to require some plain 
speaking by those who are genuinely in- 
terested in management and want to see 
this kind of management saved from 
itself. ve 


How the IRS Engineering & Valuation 


Branch works; its policies on depreciation 


by DARRELL S. PARKER 


The Chief of this important branch of the IRS here tells us how his office functions 


in depreciation cases. Practitioners will get from these facts an insight into the 


procedures and circumstances they will encounter when their clients’ affairs are 


being considered by the IRS. 


igen FINAL DECISION as to the treatment 
of engineering issues is in the hands 
of the District Director in each field 
office, and questions are now referred to 
the National Office for advice or rulings 
only if that Director believes the circum- 
stances warrant such referral. In many 
cases the services of an engineer are not 
required, and in any event, unless the 
examining Revenue Agent feels that 
he requires assistance, no engineer re- 
views the case. If the agent does feel 
the need of engineering assistance, he 
may, if approved by the office of the 
District Director, request the assignment 
of an engineer from the District office, 
if available, or from another Region or 
from the National Office. In other words, 
a taxpayer cannot automatically have 
his case considered by an engineer or 
referred to the National Office if he 
disagrees with the field agent or engi- 
neer. 

If the field agent or engineer is 
uncertain as to the position he should 
take on the issue involved, advice from 
the National Office may be requested 
through channels. Taxpayers may take 
questions directly to the National Office 
if the question does not involve a re- 
turn which has already been filed. How- 
ever, rulings will not ordinarily be 


issued upon questions of fact. Rev. Rul. 
54-172, 1954-1 CB 394. 

The policy of the IRS on depreciation 
is, as practitioners are aware, set forth in 
Rev. Ruls. 90 and 91, 1953-1 CB 43, 44. 
The same principles have been incor- 
porated in TD 6182, Regulations Relat- 
ing to Depreciation, prescribed under 
Section 167 of the 1954 Code. Section 
1.167(b)-0(a) states “generally, deprecia- 
tion claimed will be 
changed only where there is a clear and 
convincing basis for a change,” and 
under Section 1.167(a)-1(b) it is stated, 
“However, estimated remaining useful 
life shall be redetermined only when 
the change in the useful life is sig- 
nificant and there is a clear and convinc- 
ing basis for the redetermination.” These 
Revenue Rulings were issued as guides 
on depreciation for the Revenue Agent 
and engineer. These rulings emphasize 
that basic depreciation adjustments shall 
be made only if there is clear and con- 
vincing evidence that a revision is war- 
ranted and at the same time that the 
adjustment resulting from such change 
in the useful lives of depreciable assets 
is substantial. 

Naturally the question arises as to 
what is “material” or “substantial.” All 
I can say on this is that, in general, the 


deductions so 
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answer depends on the facts in the 
specific case. 

Consistency is also an important factor 
to be considered in regard to any en- 
gineering issue. If the taxpayer has been 
consistent in his procedures over a 
period of years, this factor should be 
careful 
change of such procedures may be pro- 
posed by the agent or engineer. 


given consideration when a 


Salvage 


With the the accelerated de- 
preciation methods allowed in the 1954 


use of 


Code, salvage is tied in very closely with 
the depreciation issue. With greater de- 
preciation allowances, the disposition of 
depreciable result in 
greater profit or gain. Section 1.167(a)- 
l(c), under “salvage,” states that “‘sal- 
vage value must be taken into account 


property may 


in determining the taxpayer’s deduction 
either by a reduction of the amount sub- 
ject to depreciation or by a reduction 
in the rate of depreciation, but in no 
event shall an asset (or an account) be 
depreciated below a reasonable salvage 
value.” Section 1.167(b)-2(a) states that, 
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“while salvage is not taken into account 
in determining the. annual allowance 
under this method (the declining bal- 
ance method), in no event shall the 
asset (or account) be depreciated below 
a reasonable salvage value.” Section 
1.167(b)-3(a) says, “Under the sum-of- 
the-years-digits method annual allow- 
ances for depreciation are computed by 
applying changing fractions to the cost 
or other basis of the property reduced by 
estimated salvage.” 

Therefore it seems clear that, if the 
salvage is substantial, the Revenue 
Agent or engineer should consider the 
question if the taxpayer has not already 
given effect to such an allowance. The 
Regulations make it clear that uniform 
application does not mean that similar 
assets owned by different taxpayers are 
to be assigned the same useful lives and 
salvage values, but rather that the prac- 
tices and experience of each taxpayer 
as to the use, maintenance and disposal 
of depreciable property must be sub- 
jected to careful scrutiny before deter- 
mining the useful life and salvage value 
applicable to the particular case. In 





SERVICE 
1939, were located in Washington, 
D. C. When requests for engineering 


Most ENGINEERS, prior to 


or valuation assistance were received 
from the various field offices, a man 
was sent out from Washington. Be- 
ginning in 1939, many engineers were 
transferred to the field offices on a 
more or less permanent basis, prin- 
cipally in Boston, New York, Pitts- 
burgh, Detroit, Chicago, Dallas, Los 
Angeles and San Francisco. However, 
they were still under the control of 
the National Office. 

In 1952 when much of the IRS was 
decentralized, Washington control of 
the engineers was eliminated and the 
work of the field engineers was no 


longer under the National Office. 
rhat is the situation today: the En- 
gineering and Valuation Branch, 


Special Technical Services Division, 
in the National Office supplies advice 
or engineering assistance to the field 
only when it is requested. Corres- 
pondingly the number of engineers 
in the National Office has declined 
from 71 in 1938 to approximately 30 
in 1958. 





DEVELOPMENT OF IRS ENGINEERING & 
VALUATION BRANCH 


There are now four sections in the 
Engineering and Valuation Branch, 
the Appraisal Section which handles 
industrial, real estate and stock valua- 
tion; the Natural Resources Section 
under which comes oil and gas and 
metallic and non-metallic minerals; 
the Public Utilities Section which 
handles timber, pulp and paper, rail- 
roads and all public utilities, and 
the Court Defense Section which pro- 
vides assistance on tax cases that are 
being tried in the Federal courts. En- 
gineers are stationed throughout the 
United States in areas where they can 
be of most assistance to industry and 
to the IRS. The engineering work in 
the National Office is now limited to 
the review of applications for changes 
in the method of computing deprecia- 
tion, the rendering of assistance to 
counsel for the Government in court 
cases, the supplying of technical ad- 
vice or rulings upon request both to 
the taxpayer and to the field offices 
and furnishing engineering assistance 
to field offices, when requested, in 
connection with the Revenue Agents’ 
examination of taxpayers’ returns. 








this respect it should be noted that the 
Regulations provide that salvage value 
is to be determined in the light of all 
the facts and circumstances which rea- 
sonably may be known at the time the 
asset is acquired and that such value is 
not to be changed at a later date solely 
because of changes in price levels or ab- 
normal dispositions. Since the salvage 
issue is very closely related to deprecia- 
tion, it would appear that the issue 
should be handled as required by Rev. 
Rul. 90 and 91 covering depreciation, 
It would follow that, if a salvage adjust- 
ment is made, the amount must be sub- 
stantial and at the same time there 
should be a clear and convincing basis 
for such change. 

It is evident that Section 1231 [treat- 
ing gain on sale as capital.—Ed.] is the 
principal cause“of the examining agent's 
investigation of the salvage question. It 
is common knowledge that consideration 
was given in 1958 by Congress to a pro- 
posal that the lives of various groups of 
depreciable assets be reduced and, if 
the taxpayer elected to use the group life 
for which it qualified, the treatment 
under Section 1231 waived 
upon all disposal of depreciable prop- 
erty included within group. Al- 
though this was not adopted, it may be 
that this proposal and others will be 
considered by the next Congress. How- 


would be 


such 


ever, I do not propose to go any further 
with the subject of possible legislative 
changes. 


Capitalization v. repair 

As depreciation, salvage and repair ex- 
penditures are all issues very closely re- 
lated, I might briefly discuss the ques- 
tion of capitalization versus the expens- 
ing of repair costs. Although, for the 
most part, the Engineering and Valua- 
tion Branch considers this to be part 
of the examining agent’s audit work, 
engineers are often called in to assist 
in questions of this kind. In many in- 
stances it is extremely difficult, not only 
for the taxpayer, but also for a Service 
Engineer to differentiate between a capi- 
tal and expense item, especially in bor- 
derline cases. 

For example, let us consider a com- 
pany which has consistently expensed 
the cost of all items of office furniture 
and equipment. It is true it has been 
consistent and the expenditures for this 
account have been comparable over a 
period of years. The deductions claimed 
may have been allowed over a period of 
years because the taxpayer was con- 
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sistent, the total costs similar and in the 
long run the Government was not the 
loser taxwise. However, sooner or later, 
there comes a time when a year’s ex- 
penditures for this account are extreme- 
ly large, perhaps much greater and out 
of proportion compared to prior years’ 
costs. Then the question arises whether 
the examining agents should propose a 
change from the expensing of these 
items to the capitalization of such costs, 
even though, as the taxpayer will argue, 
the company has been consistent. 

If an adjustment is made, the Rev- 
enue Agent is only correcting an erron- 
eous accounting procedure which, ex- 
cept for the consistency argument, 
should have been corrected many years 
before. Without this correction, large ex- 
penditures for this account in one year 
could result in a distortion of income. 

Taxpayers sometimes seek to justify 
expensing new equipment by arguing 
that the expenditures incurred do not 
in any way increase the productive out- 
put of the company. In one instance, 
the taxpayer attempted to justify the 
expensing of a $100,000 air condition- 
ing system. At the same time the cost of 
the building additions, new washroom 
facilities and many other major projects 
was expensed on this same theory. 

Reference is made to the Regulations 
covering Section 162 of the 1954 Code, 
Section 1.162-4 under “repairs,” which 
states, “The cost of incidental repairs 
which neither materially add to the 
value of the property nor appreciably 
prolong its life, but keep it in an ordin- 
arily efficient operating condition, may 
be deducted as an expense, provided 
the cost of acquisition or production 
or the gain or loss basis of the taxpayer’s 
plant, equipment, or other property, as 
the case may be, is not increased by the 
amount of such expenditures. Repairs 
in the nature of replacements, to the 
extent that they arrest deterioration and 
appreciably prolong the life of the prop- 
erty, shall either be capitalized and de- 
preciated in accordance with Section 167 
or charged against the depreciation re- 
serve if such an account is kept.” Section 
1.446-1(a) (4) (ii) states, “Expenditures 
made during the year shall be properly 
classified as between capital and ex- 


pense. For example, expenditures for 
such items as plant and equipment, 


which have a useful life extending sub- 
stantially beyond the taxable year, shall 
be charged to a capital account and not 
to an expense account.” Nothing in 
either of these references mentions in 
any way the classification of a repair 
cost’s being dependent upon an increase 
in production. In such case the Revenue 
Agent has no alternative but to review 
the repair costs and make his determina- 
tions according to the Regulations. 
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Usually, if there have been disagree- 
ments on engineering issues between tax- 
payers and the Service engineers, the 
differences are resolved by reaching an 
understanding based on the facts de- 
veloped in the case. My own personal 
experience has been that the taxpayer 
realizes the Service engineer is striving 
to reach an answer which is reasonable 
and acceptable both to the taxpayer and 
to the Government. * 


Capital gain on sale of depreciable 


assets is fully justified: no give-away 


M Y PURPOSE is to defend what its op- 
ponents call the “heads-I-win-tails- 
you-lose” treatment of gains and losses 
on the sale of depreciable property. This 
treatment accords gains on sale a tax 
rate of 25% and deductions on losses 
a rate of 52%. Opponents of this sys- 
tem cite as evidence against it ac- 
celerated depreciation, the alleged tend- 
ency of taxpayers to overdepreciate and 
not to make provision for salvage. 
They say that these practices convert 
ordinary income into capital gains on a 
large scale. They assert that the basis is 
written off rapidly against ordinary in- 
come and the capital gain is artificially 
generated. 

The some- 
times made that depreciable property 
used in the trade or business should be 
excluded altogether from the capital 
asset classification. A variation in the 


recommendation is then 


suggestion is that gain on such prop- 
erty should be taxed as ordinary income 
to the extent of prior depreciation al- 
lowances. 

These recommendations have the 
effect of continuing to allow losses on 
depreciable property as ordinary losses, 
but they would increase the tax on 
gains. We all know that gains character- 
istically exceed losses by a comfortable 
margin, if only because of the gradual 
but persistent cheapening of our money. 
The recommendations must be recog- 
nized, therefore, as in essence recom- 
mendations for higher taxes. If we are 
to have higher taxes on business, it is 
not unreasonable to suggest that this be 
done directly by a rate increase, rather 
than by tinkering with the capital-gains 
system on the fallacious theory that de- 
preciable property is not properly classi- 
fied as a capital asset. 


by BRADY O. BRYSON 


Depreciable property is to a large 
extent made up of capital equipment— 
which, as the term itself implies, is in 
truth a capital asset. Most of the re- 
mainder is made up of improvements to 
real property representing very sizable 
long-term investments. If we are to have 
a rational concept of a capital asset, it 
seems to me that buildings, machinery 
and equipment clearly fall within it and 
we cannot safely build a set of tax rules 
which overlooks this fundamental fact. 

We start with the proposition that 
realized appreciation in value of de- 
preciable property should be regarded 
as a typical case of capital gain, assum- 
ing that capital gains are to be taxed 
and are to be taxed at a differential 
rate. 

The next question is what limitations, 
if any, should be applied to this general 
rule. 

Let us consider first the suggestion 
that gain on the sale of depreciable 
property should be treated as ordinary 
income to the extent of prior deprecia- 
tion allowances. For the moment, let us 
assume also that such allowances were 
properly computed. 

Now, on what theory should the capi- 
tal return be retroactively taxed as 
ordinary income in the event the asset 
is ultimately sold at a gain? The only 
theory I perceive is that the gain is 
proof of the fact that values have so ad- 
vanced, or money has so cheapened, that 
the increase in worth of the equipment 
has proceeded faster than the physical 
exhaustion of the original capital in- 
vested. Accordingly, it might be argued 





[Brady O. Bryson is an attorney associ- 
ated with the Philadelphia law firm of 
Morgan, Lewis & Bockius.] 
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that the taxpayer has been allowed de- 
preciation which did not occur in the 
economic sense and, since it was allowed 
as an offset to ordinary income, it should 
now be taxed at ordinary income rates. 

This overlooks the facts that changes 
in price level are not a part of our de- 
preciation system, that both the original 
cost and the current value of the portion 
of the asset physically exhausted are 
gone, that the depreciation allowed is 
not even adequate to restore to the tax- 
payer the economic loss he has suffered 
through the exhaustion, and that the 
gain represents a change in value not of 
the portion of the asset which has been 
consumed, but a change in value of 
what is left. This is by hypothesis a capi- 
tal asset, and so we have nothing more 
than a realization of capital apprecia- 
tion inherent in the unexhausted por- 
tion of the asset. I see no justification 
for classifying this as ordinary income 
by reference to prior depreciation de- 
ductions reflecting actual physical ex- 
haustion. 


Incorrect depreciation 


Now, let us suppose that some portion 
of the depreciation taken was erron- 
eously the that it 
represented more than the portion of 


excessive in sense 
original cost properly allocable to the 
physical exhaustion which has in fact 
occurred—in short, the rate was too high. 
here that at least the 
portion of the gain attributable to the 
EXCESSIVE 


Can we not say 


reduction in basis should be 
taxed as ordinary income? 

In strict theory we might cautiously 
Say 


yes. As a pragmatic matter, I think 


clearly no. 

There is, of course, an analogy here 
to the treatment of emergency facilities 
during and after the Korean War, the 
gains on which are restored to income 
to the extent that the five-year write-off 


of the certified portion enhanced the 
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annual allowances. There was also a pro- 
posal, made while the recent Mills Bill 
was under consideration, to allow extra 
depreciation on used property with a 
similar return of the excess depreciation 
as income on sale. One must be careful, 
however, in transfering these analogies 
to depreciation generally. 

It is possible, of course, for gain to 
arise solely because basis has been re- 
duced too rapidly. Had the asset been 
held to exhaustion, the cost would have 
been fully recovered through deprecia- 
tion as a tax-free return of capital. As a 
consequence of selling after a too-rapid 
write-down, the combined recovery 
through depreciation and sale exceeds 
the original cost. If we can demonstrate 
scientifically that this is precisely what 
has happened, it follows that the tax- 
payer unjustifiably gained the benefit 
of the spread between the 52% and 25% 
rates on this excess. 

But 
to be the practical situation—that the 
value of the asset has been changing 


suppose—as is almost certain 


also, in all likelihood increasing. In such 
event we are faced with the necessity of 
somehow segregating the portion of the 
gain attributable to the increase in value 
of the asset from that attributable to an 
excessive write-down of basis. We should 
not be asking the taxpayer for an addi- 
The 


not 


tional tax unless we can do this. 
fact that it 
justify the assumption that the gain is 


mere is difficult does 
attributable entirely to excessive depre- 
ciation—which is implicit in any rule 
that would tax all gain as ordinary in- 
come to the extent of prior deprecia- 
tion. 

The answer to this problem, I be- 
lieve, must be found, not in the method 
of taxing the gain, but in the proper 
policing of the depreciation system. If 
an error was made, it was in the de- 
preciation claimed and allowed and the 
error can be corrected only by ascertain- 





MUCH cRrITICISM of capital-gains treat- 
ment of gain on sale of depreciable 
assets reflects the lawyer’s urge to 
create in the law a neat pattern of 
logical consistency. But the logic of 
a tax system is not pure rationalism. 
It is a pragmatic logic that reflects 
many things—experience, history, 
legal ideas, accounting traditions and 
even legislative accident. We should 





TAXATION CANNOT BE SYMMETRICAL ... BALANCED... 


not examine the capital-gains system 
in the same light that an architect 
studies drawings for symmetry and 
balance in a building. The structure 
of a tax system is a structure in mo- 


tion; it must accommodate itself to 


an ever-changing and dynamic—but 
seldom, if ever, balanced and sym- 
metrical—social situation.—Brady O. 
Bryson. 











ing the correct amount of depreciation, | 
It is far better to do this as part of the 
depreciation audit process than to im. 


pose on all taxpayers the 52% rate on 
what is normally nothing other than 
capital appreciation. 


Sale at a loss 


The next situation to be considered 
is the sale of depreciable property at a 
loss. We have argued for a strict capital- 
gain approach in the case of gain. What 
will we do with losses? 

Here again it is possible that the loss 
is attributable entirely to error in de- 
preciation claimed and allowed, i.e., the 
write-off was inadequate to keep pace 
with the physical exhaustion. In such 
event, of course, the ordinary loss de- 
duction would be clearly appropriate 
since 
would have resulted in additional ordin- 
ary deductions equal to the loss. But, as 
previously noted, the more likely situa- 


proper depreciation deductions 


tion is that values have changed, and 
the change accounts for or at least affects 
the amount of the loss. 

In addition to the change in value, 
too 
rapid, in which event the tax loss will 


the depreciation may have been 


be less than would otherwise have re- 
sulted from the loss in value; or it may 
have been too slow, in which event the 
tax loss will be enhanced by the portion 
of the remaining basis which should 
have been previously charged off; or the 
depreciation may have been substan- 
tially correct, in which event the loss 
will be attributable entirely to a de- 
cline in value. 

As in the case of gains, it seems to 
me that the depreciation audit is the 
proper means of preventing distortions 
in losses through errors in depreciation. 
It will be noted, however, that, if one 
concludes on independent grounds that 
losses are to be fully allowable, a worth- 
while by-product of this conclusion is 
that distortion of depreciation, so far as 
it might affect losses, becomes more or 
less insignificant. The loss on sale coun- 
teracts the error in depreciation at the 
same rate of tax, whether excessive or in- 
adequate allowances were claimed. 

What policy, then, might justify ailow- 
ance in full of capital losses resulting 
from the change in value of depreciable 
property, despite the taxation of gains 
on such property as capital gains? 

Here, rather than pursue consistency 
for the sake of consistency, we would do 
well to look into a little history. We 
would find that the matter is of con- 
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sequence primarily in periods of de- 
flation, and further that in such periods 
used equipment is not disposed of when 
to do so would result in a non-deduct- 
ible loss. Our experience in the '30’s 
taught us that, if used machinery was 
to move around to the best advantage 
and to find its way into the hands of 
new entrepreneurs, and if the prior 
owners were to acquire new machinery 
and keep the industrial plant of the na- 
tion up to date—at a time when we 
needed nothing more acutely—it was 
necessary to take the capital-loss limita- 
tion off. 

A little later, in 1942, we encountered 
precisely the same problem in the op- 
posite economic climate. Gains in an 





“License agreement” a sale of the 
patent even though transferee’s rights 
limited [Acquiescence]. Taxpayer en- 
tered into a “license agreement” grant- 
ing the transferee the exclusive right to 
make, use and sell a patented article. 
The court holds that taxpayer made a 
sale of the patent rights and the pro- 
ceeds are taxable as long-term capital 
gain, even though the agreement con- 
tained a prohibition against complete 
assignment of the contract without the 
“licensor’s” consent and the “licensor” 
retained the right to receive royalties, 
the right to exploit the patent in for- 
eign markets and the right to terminate 
the agreement on breach. Carroll Pres- 
sure Roller Corp., 28 TC 1288, acq. IRB 
1958-46. 


Capital gain on transfer of patent for 
payments dependent on sales [Acquies- 
Proceeds from the sale of a 
patent to a controlled corporation are 
long-term capital gain, even though pay- 
able periodically as a percentage of gross 
sales. The Tax Court noted that it was 
adhering to its consistent position. John- 
son, 30 TC No. 64, acq. IRB 1958-48. 


cence]. 


Capital gain on sale of right to one 
compound under generic patent. Tax- 
payer held one patent on sulfa drugs 
and “carved out” from this generic 


patent the rights to sulfadiazine, and 
claims capital gain on its sale to Ameri- 
can Cyanamid. This court overrules the 
Government’s contention that a transfer 
of less than all the rights under a patent 
cannot be a sale. It is clear under patent 
law that a single patent may be issued 


New accounting decisions this month 


inflationary period were similarly in- 
hibiting the transfer of used machinery 
since the gain would be classed as ordin- 
ary income and might even be subject 
to excess profits tax. 

Congress met the demands ‘of both 
theory and practical expediency in per- 
mitting the gains to be classed as capital 
gains. At the same time it permitted the 
losses in full (to the extent not absorbed 
by gains), realizing that otherwise used 
machinery would be continued in use 
contrary to good business practice while 
a write-off against ordinary income was 
obtainable. On analysis the “heads-I- 
win-tails-you-lose” rule made sense then 
and still does, and I see no need to 
abandon it. w 


for two or more separate inventions. 
Consequently, the assignment of part 
can be a sale, as it was here. Merck & 
Co., CA-3, 11/24/58. 


Pennroad has ordinary income on sales 
of its extensive Baltimore property. Tax- 
payer corporation had been organized 
in 1828 to hold and develop extensive 
land acreage in and around Baltimore. 
From the beginning it regularly and 
continuously engaged in developing por- 
tions of its property and in selling other 
portions. It held itself out as having real 
estate for sale both for industrial and 
residential purposes and planned and 
conducted its activities toward making 
the parcels more attractive to prospec- 
tive purchasers. The Tax Court held 
that the sales of real estate by taxpayer 
were not those of a passive investor, but 
were an integral part of its business and 
were made to customers in the ordinary 
course thereof. Accordingly, gains on 
the sales were taxable as ordinary in- 
come. Various parcels which had been 
rented at nominal rentals at the time 
of sale were not shown to have been 
property used in a trade or busines, but 
were found to be held primarily for sale 
to customers. The same conclusion was 
reached as to property originally held 
for a proposed right of way for a related 
railroad corporation, since the railroad 
extension plans had been abandoned 
back in 1925. This court affirms. Penn- 
road Corp., CA-3, 11/26/58. 


Partnership omitted credit sales; fwwe- 
year statute applies [Certiorari denied]. 
A partnership which sold and repaired 
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electrical appliances took inventories 
and kept books on the accrual basis, but 
filed returns reporting credit sales only 
when collected. The Regulation requir- 
ing the use of the accrual basis when 
inventories are necessary is upheld. The 
only adjustment made to the returns was 
the addition of credit sales, cost of goods 
sold as reported having included cost 
of goods sold on credit. However, the 
taxpayer tried to show that many items 
claimed as deductions on the original 
returns should have been included in 
cost of goods sold. While the allocation 
of these items (such as shipping, ware- 
housing, etc.) would not affect net in- 
come, however, if cost of goods sold was 
so increased and gross income (gross 
profit on sales) so decreased, then the 
omitted credit sales would not be 25% 
of gross income reported and the five- 
year statute would not apply. The 
Eighth Circuit held that the Commis- 
sioner was entitled to use the cost of 
goods sold as reported on the return. 
[Under the 1954 Code, gross income is 
specifically defined as gross receipts from 
sale of goods or services without reduc- 
tion for cost.—Ed.] Iverson Estate, cert. 
den., 11/17/58. 


Insider's profit taxable despite later 
payment to corporation. Taxpayer real- 
ized a long-term capital gain in 1950 on 
sale of stock in a corporation of which 
he was president. In 1954 he was held 
to be an “insider” under Section 16(b) 
of the SEC Act and was required to pay 
the profit over to the corporation. On 
the principles of the annual accounting 
period and claim-of-right doctrine, the 
court holds taxpayer must include the 
capital gain as 1950 income. Deduction 
would be allowable in 1954, a year not 
before the court here. Walet, 31 TC 
No. 47. 


DEDUCTIBILITY 


* Assessments for public parking lot de- 
ductible. Businessmen in the central 
business district of Bismarck, North 
Dakota, may deduct from Federal in- 
come tax special assessments to provide 
parking facilities as business expenses. 
Although new commercial sections of 
the city have been required to furnish 
offstreet parking facilities, businesses in 
the central area were assessed according 
to a formula which took into considera- 
tion total parking needs of the district 
and space already provided by the tax- 
payer. Assessments were levied on this 
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basis and are deductible provided the 
taxpayer can show that they are reason- 
able, related to his business and com- 
mensurate with the expected financial 
return. Sp. Rul. 5/27/58. 


“Lease-option agreement” was a sale. 
Taxpayer rented farm property having 
a fair market value of $46,500 under a 
lease-option agreement which provided 
that he would pay one year’s rental at 
$15,000 and would have an option to 
purchase at $31,500. The Tax Court 
found that the parties intended a sale 
of the property at the time of the agree- 
and the payments were install- 
ments on the purchase price, not de- 
ductible rent. This court affirms. Beus, 
CA-9, 11/3/58. 


ment 


Savings and loan “dividends” deductible 
when paid or credited [Acquiescence}. 
Federal savings and loan associations 
were first made subject to corporate in- 
come tax for years beginning after 12/ 
31/51. Taxpayer declared “dividends” 
(deductible as interest) as of 12/31/51. 
Some were credited to savings accounts 
12/31/51; others were paid to 
the depositors by checks dated January 
2, 1952. The Tax Court held that the 
dividends paid by check in 1952 were 


as of 


Ke 


deductible in 1952, but the dividends 
credited to the savings account share- 
holders as of 12/31/51 were expenses 
of 1951, and, therefore, not deductible 
in 1952. Citizens Fed. Savings & Loan 
Assn. of Covington, 30 TC No. 25, acq. 
IRB 1958-43. 


*xkInterest deduction denied on loans to 
carry “savings bonds.” Under a plan ad- 
vertised by the Sam Houston Life Insur- 
ance Co., annuity savings bonds provid- 
ing for a 2.5% interest factor reflected in 
increasing maturity values could be pur- 
chased for a down payment of $100 per 
$100,000 bond. The balance of the pur- 
chase price was loaned by the insur- 
ance company at 3.5% interest. The at- 
traction of this plan was that the appre- 
ciation would be, it was hoped, taxed as 
capital gain while the interest payment 
would, also hopefully, constitute an or- 
dinary deduction. However, this court 
finds the loan was a sham since there 
could be no profit apart from the tax 
saving. The interest deduction is 
denied. Knetsch, DC Calif., 11/5/58. 


Deduction allowed for cost of survey to 
investigate potential new business. Tax- 
payer, who had promoted and developed 
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commercial and residential develop- 
ments, had a survey made for the pur- 
pose of determining whether he should 
engage in industrial developments. The 
Tax Court found the expenditure was 
for investigating a potential new trade 
or business preparatory to entering it, 
and that court denied deduction as 
either a business expense, an expense in- 
curred for the collection or production 
of income, or as a loss. This court re- 
verses. Industrial development is merely 
a new activity in taxpayer's field. York, 
CA-4, 11/6/58. 


Enlarging storeroom a capital expendi- 
ture. Taxpayer, owner of a building con- 
taining five stores, agreed to remodel 
two stores into one for a tenant. The 
court holds that the costs were a capital 
expenditure made to adapt property to 
a different use. Bee Holding Co., TCM 
1958-195. 


Cost of instruction in use of invention 
deductible from income from franchises 
[Acquiescence]. The Tax Court had held 
that taxpayer derived ordinary income 
from the receipt of lump-sum payments 
for territorial franchises for the use of 
a bookkeeping invention, but permitted 
him to deduct amounts paid for giving 
instruction and training to personnel of 
the territorial franchise holders. Schmitt, 
Jr., 30 TC 322, acq. IRB 1958-46. 


Ships’ chandler can deduct commissions 
paid to officers [Acquiescence}]. Tax- 
payer claimed very large amounts as 
having been paid as commissions to the 
officers of the ships with which he dealt. 
The Tax Court decision did acknow- 
ledge that such commissions were paid 
by all ships’ chandlers and were an or- 
dinary and necessary expense of the 
business. Subsequently, Rev. Rul. 58- 
479 authorized the deduction if it was 
customary and known to the shipowners. 
That ruling also required a 30% with- 
holding on these commissions paid to a 
non-resident alien. Valetti, 28 TC 692, 
acq. IRB 1958-46. [See p. 112 for CA-3 
reversal on fraud issue. Ed.]. 


Lease and option to purchase upheld; 
rent is deductible [Acquiescence]. The 
owner of a radio station entered into a 
lease and option agreement in 1950 
whereby taxpayer leased the physical 
properties for one year at a rental of 
$4,000 with an option to purchase the 
physical properties for $44,000, less any 
rent paid. In 1951, taxpayer exercised 


the option to purchase. The Tax Court 
held the lease and option to be what it 
purported to be, and allowed taxpayer 
a rental deduction for 1950. Further- 
more the price paid in 1951 was held 
attributable solely to the physical assets, 
to the exclusion of any intangibles, and 
as such constituted the basis for depre- 
ciation. WBSR, Inc., 30 TC No. 73, acq. 
IRB 1958-46. 


OTHER DECISIONS 


Payments in will suit for compensation 
fully taxable. Taxpayer took care of an 
elderly couple over a period of years on 
the promise of the husband that tax- 
payer would be taken care of on his 
wife’s death. Both the husband and wife 
died without a.will and taxpayer filed 
an application to admit to probate an 
unsigned copy of the wife’s last will be- 
queathing a sum of cash to her. Tax- 
payer also filed a claim for compensation 
for personal services rendered the de- 
ceased wife. An out-of-court settlement 
of $6,700 received by taxpayer is found 
to be a settlement primarily and essen- 
tially of the compensation suit, rather 
than a settlement of the will contest, 
and therefore to be included in full in 
taxpayer’s income. Jones, TCM 1958- 
191. 


Partial worthlessness denied where 
credit to debtor was continued. Tax- 
payer corporation was created in 1949 
principally for the purpose of purchas- 
ing supplies on credit for an existing in- 
solvent corporation. owned by the same 
interests. During 1950, 1951 and 1952 
taxpayer sold to the insolvent corpora- 
tion substantial quantities of merchan- 
dise on open account. Taxpayer is 
denied a deduction in 1951 for partial 
worthlessness of the indebtedness on the 
ground that there was no change in the 
financial condition of the debtor sub- 
sequent to the time when the obligation 
was created which adversely affected the 
debtor’s ability to repay. The court 
also points out that, contemporary with, 
and subsequent to, the charge-off, addi- 
tional credit was extended which would 
appear to be inconsistent with a claim 
of worthlessness. Veego Foods Inc., TCM 
1958-203. 


No business purpose in taking worth- 
less stock in exchange for good. Tax- 
payer, a large stockholder in a company 
creating and manufacturing lithographic 
art, formed a corporation to do design 
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and other creative work for the manu- 
facturing business. Stock .in the new 
company was held by many of its em- 
ployees and, when it failed, taxpayer 
gave to all its stockholders some of his 
stock in the highly prosperous manufac- 
turing company. He claimed a loss on 
the transaction, but the court did not 
see any ground on which it could be 
allowed. A good many of the stock- 
holders who benefited by this exchange 
were members of taxpayer’s family, and 
the outsiders, employees and others, had 
no obligation to stay with taxpayer's en- 
terprises. Arata, 31 TC No. 36. 


Sole stockholder not taxable on income 
from capital donated to corporation. 
[axpayer donated shares of stock and 
assigned certain gas leases to a wholly- 
owned publishing Even 
though the stock was pledged with cer- 
tain banks as collateral for loans to tax- 
payer personally and the income from 
the leases was to be applied in repay- 
ment of such loans, the Commissioner is 
held to have erred in determining that 
the dividends and from the 
leases were taxable to the stockholder, 
rather than to the corporation. Fox, 
TCM 1958-205. 


corporation. 


income 


Premarital transfer a gift; wife gave 
up no rights. Stouffer and taxpayer 
were married in 1930 and divorced in 
1934. Three years later Stouffer asked 
taxpayer to remarry him. She agreed on 
the condition that he give her financial 
security. He transferred to taxpayer 
stock in the Stouffer Corporation hav- 
ing a basis to him of $5 a share and a 
value of $20, but kept an option to re- 
purchase the stock at the $20 value. The 
day after the transaction the parties re- 
married. The court holds the premarital 
transfer, for which taxpayer gave no con- 
sideration, was a gift. The court dis- 
tinguishes cases in which a wife’s basis 
for similar property was its value when 
received by pointing out that taxpayer 
here gave up no right to dower, ali- 
mony or other marital rights. Since the 
stock was a gift, the basis to taxpayer 
for gain is her husband’s basis. Marsh- 
man, 31 TC No. 28. 


Irrigation system still used; no aban- 
donment loss. A farm partnership pur- 
chased property with rights to an irriga- 
tion system run by a farmers’ co-opera- 
tive. The partnership later decided to 
irrigate its property by means of wells, 
rather -than from the irrigation ditch. 


On its tax return it claimed $20,000 as 
an abandonment loss of the ditch. The 
Tax Court found no abandonment dur- 
ing the year in issue since the firm con- 
tinued to use and maintain tke ditch 
and paid the annual irrigation assess- 
ment levied by the co-operative. This 
court affirms. Beus, CA-9, 11/3/58. 


Loss on guarantee a non-business bad 
debt. Taxpayers were guarantors of the 
obligation of a bankrupt company. 
The payments they made are deductible 
only as a non-business bad debt because 
losses were not proximately related to 
any trade or business carried on by 
taxpayer, but the legal expenses in con- 
nection with the settlement of the guar- 
antor’s liability are deductible* as a 
loss incurred in a transaction entered 
into for profit. Brodsky, TCM 1958-199. 


Loss on sale of breeding herd not net 
operating loss (Old Law). Taxpayer, a 
farmer-rancher, regularly bought and 
sold cattle. In 1951 ke acquired a herd 
of breeding cattle as a separate busi- 
ness. When he was advised early in 1952 
that the herd was diseased, he decided 
to discontinue the breeding operation, 
to fatten the breeding cattle and to sell 
them for beef as soon as possible. The 
Tax Court held the loss on sale of the 
breeding cattle was not a net operating 
loss resulting from the “operation of a 
business” as required by the 1939 Code, 
but rather resulted from a “termina- 
tion” of a business. Four Tax Court 
judges had dissented on the ground that 
taxpayer did not sell these diseased 
cattle as a liquidation of a breeding 
business; what he did was to transfer the 
cattle to his “commercial” herd and sell 
them as part of the ordinary commer- 
cial business. This court affirms. [Under 
the 1954 Code losses from the disposi- 
tion of property used as a business are 
included in operating losses.—Ed.] Cluck, 
CA-5, 11/19/58. 


Interest on tax deficiency a business ex- 
pense. Taxpayer paid interest on a tax 
deficiency for an earlier year determined 
on the basis of a business income adjust- 
ment. The interest is held to be proper- 
ly deductible as a business expense for 
purposes of determining a net operating 
loss carryover. Polk, 31 TC No. 41. 


Newspaper story of condemnation not a 
“threat”; no involuntary conversion. The 
publishing of newspaper articles to the 
effect that certain property was to be 


Tax aspects of accounting * 75 


condemned by the city authorities, even 
though confirmed by city officials, does 
not constitute a threat or sign of immin- 
ence of condemnation. The sale of the 
property thereafter cannot qualify as in- 
voluntary. Rev. Rul. 58-557. 


Subdivided farm land not held for sale. 
A farmer inherited a 34-acre tract of 
land and used it for many years as pas- 
ture. After World War II the tract ap- 
preciated greatly in value, and since the 
farmer had no personal experience in 
the real estate business, he engaged an 
independent contractor to plat, sub- 
divide, and sell individual lots. The lots 
were sold in 27 separate transactions. 
After considering the frequency of sales 
and the activity of those acting for the 
seller, the Tax Court found that the 
farmer held the lots for sale to customers 
in the ordinary course of the business 
of selling real estate. This court reverses. 
This was simply a way of disposing of a 
capital asset to obtain the best price. 
The evidence did not support the Tax 
Court’s finding that he was engaged in 
a business. Riedel, CA-5, 12/2/58. 


Can’t deduct for transfer of streets in 
company town. In 1902 taxpayer built 
a mill village around its plant, renting 
the homes to its workers. The streets had 
always been open as public thorough- 
fares. In 1950 taxpayer began to sell the 
homes to the workers. At the same time 
it formally dedicated the streets to the 
county commissioners and claimed a 
contribution deduction. The lower court 
denied the deduction on the ground that 
the streets had been devoted to the 
public use for so many years that the 
taxpayer no longer had any ownership 
interest to give away in 1950. This court 
affirms. Woodside Mills, CA4, 11/3/58. 


Supreme Court to settle 
conflict on dealers’ reserves 


Tue Supreme Court has granted certi- 
orari in two cases in which the issue was 
whether an accrual basis dealer’s income 
is the total price in a financed sale, even 
though the financial institution withheld 
part of the sales price in a “reserve ac- 
count” against which defaults on paper 
arising out of his sales may be charged, 
and which is payable to him only if it 
exceeds a certain percentage of total 
paper outstanding on his sales, The cases 
which the Supreme Court will decide are 
Glover, 253 F.2d 735, and Hansen, CA-9, 
8/4/58. tw 
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How Regional Counsel uses his new 


authority to settle Tax Court cases 


by THOMAS J. DONNELLY, JR. 


Should you refuse to settle a tax case with the Appellate Division? Are your chances 


of settlement better when the Regional Counsel has sole authority? Mr. Donnelly, 


until this year trial attorney for the Regional Counsel (Milwaukee), describes the 


attitude of Regional Counsel toward his new power and analyzes the best strategy 


for the practitioner as his case moves through the various stages of negotiation 


with the Appellate Division and Regional Counsel. 


pee RECENT INNOVATION in Federal tax 
case settlement procedure which gives 
to the Regional Counsel authority to 
settle cases pending in the Tax Court 
without the concurrence of the Appel- 
late Division has created some misunder- 
standing of how the new system works 
in actual practice. In the past, Regional 
Counsel had no independent settlement 
authority; his control over settlements 
was limited to concurrence in those 
made by the Appellate Division. Re- 
gional Counsel is now given more lati- 
tude in some instances, but this will de- 
pend on the circumstances of each case. 
Basically he may settle cases before the 
Tax Court after the case has been set 
and called for trial on the opening day 
of the calendar. Note that it is the “‘call- 
ing” of the case for trial on the calendar 
which gives rise to his authority, and not 
merely the “setting” of the case for trial. 
(Incidentally, his authority to settle 
covers cases set on report calendars in 
Washington, D. C.) After the call of the 
case on a calendar, Regional Counsel’s 
authority is not subject to the concur- 
rence of the Appellate Division. Of 
course, Regional Counsel still must con- 
cur in any settlement made by the Ap- 
pellate Division in a case pending be- 
fore the Tax Court. This is a respon- 
sibility he has long had. 

The boundaries of settlement author- 
ity are to some extent indefinite and 
may at times be confusing even to those 
charged with the responsibility of exer- 
cising it. Regional Counsel’s authority 


may be limited depending on previous 


settlement activity. The six instances 
outlined below include most of the com- 
mon situations into which your case may 
fall: 

1. You have made no settlement offer 
to the Appellate Division. 

2. Your best and final offer of settle- 
ment has been made to the Appellate 
Division and is rejected, and Regional 
Counsel agrees it should be rejected. 

3. The same as case number 2, except 
that Regional Counsel is of the opinion 
your offer should be accepted. 

4. The same as case number 2, except 
that, after the case has been called for 
trial on a calendar, additional evidence 
is offered to Regional Counsel which 
had not previously been furnished the 
Appellate Division. Included in this cate- 
gory as well is the situation in which 
certain evidence is developed during the 
course of the trial which had not pre- 
viously been accepted by the Govern- 
ment in the course of settlement negotia- 
tions. 

5. Your best and final offer has not 
been made to the Appellate Division, 
and you are disposed to increase your 
offer after the calendar has been called. 

6. You are able to convince Regional 
Counsel that there is no merit to the 
Government’s case and it should be con- 
ceded. This includes a conviction on the 
part of Regional Counsel that your case 
should not be presented to the Tax 
Court for Government policy reasons. 

Of course, your case may fall into one 
or more of these categories. In case num- 
ber one any offer of settlement you make 





to Regional Counsel after the calendar 
call may be considered by him. He is not 
bound by any settlement decision made 
by the Appellate Division in which he 
concurred, since there has been no such 


decision. Regional Counsel, however, 
need not necessarily consider your offer. 
Your failure to make any overture of 
settlement until this late date may weigh 
heavily against you. You must be ready 
for trial at this stage, for you have no 
assurance that your offer will so much 
as be considered. Because of the press of 
other cases set for trial at calendar time, 
Regional Counsel will be inclined to 
discourage the submission of settlement 
offers, particularly in cases in which the 
initial settlement activity comes at trial 
time. The main purpose of this is to re- 
strain the practice of using Regional 
Counsel as a normal settlement channel. 
Actually his authority is intended to be 
used only in the unusual case. If you 
have refused to discuss settlement or to 
make a reasonable offer to the Appellate 
Division, you may expect resistance to 
any settlement negotiation by Regional 
Counsel. You are wise to indicate an 
early willingness to settle. 

On the other hand, if you have al- 
ready made your best offer of settlement, 
and are not of a mind to increase it, as 
in situation number two, Regional 
Counsel may not consider your proposal 
independently simply because you have 
renewed it after the calendar call. This, 
of course, excludes circum- 
stances occurring in the interim, such 
as a change in the law or the develop- 
ment of new evidence substantially alter- 
ing the complexion of the case. Since 
Regional Counsel has previously agreed 
that your proposal of settlement should 
be rejected, he may not circumvent 
established procedure and reverse him- 
self by accepting your offer after final 
authority has been vested in him. If this 
were to be the case, Regional Counsel 
would effectively, if not actually, have 
final settlement authority in respect to 
proposals made prior to the calendar 
call simply by biding his time. You have 
no further recourse if your case falls 
into this category, unless you are of a 
mind to increase your offer. 

In the third situation Regional Coun- 
sel has indicated his dissatisfaction with 
the Appellate Division’s rejection of 
your proposal at the time it is made. 
The matter must then be forwarded to 
the Chief Counsel in Washington to re- 
solve the dispute. You will not be in- 
formed of the disagreement between Re- 


unusual 


ag 





idar 
not 
1ade 
1 he 
such 
ver, 
fer. 
e of 
eigh 
eady 
> no 
nuch 
ss of 
‘ime, 
d to 
nent 
1 the 
trial 
oO re- 
ional 
nnel. 
o be 
you 
or to 
llate 
e to 
ional 
e an 


e al- 
nent, 
it, as 
ional 
posal 
have 
This, 
‘cum- 
such 
elop- 
alter- 
Since 
greed 
10uld 
nvent 
him- 
final 
f this 
unsel 
have 
ct to 
endar 
have 
falls 


of a 


Joun- 
with 
mn of 
made. 
ed to 
to re- 
ye in- 
n Re- 








gional Counsel and the Appellate Divi- 
sion. You will be informed that your 
proposal is still under consideration. If 
you were aware of the dispute, you might 
withdraw your proposal and reinstate it 
after your case has been called on a 
calendar. Then you would be sure that 
Regional Counsel would accept it. But 
the attorney and the Appellate Division’s 
technical adviser will at all times present 
a united front in opposition to your 
position, even though they may not in 
fact be in agreement. However, you may 
be able to speculate that a dispute has 
arisen by the turn of events in the case. 
For instance, if your offer is still pend- 
ing, and the Government asks for a con- 
tinuance at the calendar call for time to 
consider it further, the only plausible 
explanation may be that there is a dis- 
agreement which must be resolved in 
Washington. 

In the fourth circumstance mentioned 
above, Regional Counsel may have au- 
thority to accept your proposal, even 
though it is less than the amount offered 
the Appellate Division, on the ground 
that your case is now substantially better 
than the one originally being consid- 
ered. Established procedure cannot be 
said to have been circumvented by the 
acceptance of an offer under these cir- 
cumstances, even though it is the same 
or less than that previously rejected with 
Regional Counsel’s concurrence. It must 
appear that the additional evidence is so 
substantial that the entire case must be 
looked upon in a different light. This 
may be particularly applicable after you 
have presented a stronger case to the 
lax Court than the Government antici- 
pated you would. You may be in an ex- 
cellent position to settle after the trial. 
rhe case will then assume the status of 
one on which no offer of settlement has 
previously been made. 

You have reserved your best offer to 
be submitted to Regional Counsel in 
case number five. Regional Counsel may 
then consider this new proposal inde- 
pendently of the Appellate Division, but 
you have no assurance whatever that Re- 
gional Counsel will be more receptive to 
it than the Appellate Division would 
have been. However, you need only one 
Governmental department to agree with 
you, as opposed to the two you needed 
before. The relative advantages and dis- 
advantages of following this system will 
be discussed later. 

The Chief Counsel, through his Re- 
gional Counsel, has authority to accept 
or reject any case for defense; that is, to 


present or not present it to the Tax 
Court. This authority pertains to each 
issue within each case. If Regional Coun- 
sel decides, or you are able to convince 
him, that the Government’s case has no 
merit, or that for some policy reason it 
should not be presented, Regional Coun- 
sel’s office will have the authority to con- 
cede it. This is the sixth instance men- 
tioned above. It may seem peculiar that 
Regional Counsel has the right to con- 
cede a case he may not have the preroga- 
tive to settle. The authority stems from 
his absolute right to accept or reject any 
case, or any issue within it, for defense. 
You will not find the concession type 
case to be at all typical. The cases 
are pretty well screened before they are 
initiated, and this situation usually will 
occur under circumstances such as a 
change in the law or a drastically differ- 
ent factual picture presented to Re- 
gional Counsel from that developed by 
the agent. 


Counsel may be unwilling to settle 
The new procedure is very much un- 
tried and untested. It is the observation 
of some that generally more liberal 
treatment will be obtained from Re- 
gional Counsel’s Office. There is no 
cogent reason why this should necessarily 
be the case. In some instances you may 
find to your dismay that the trial attor- 
ney has so convinced himself of the 
merit of his case after lengthy prepara- 
tions for trial that he is not willing to 
concede as much of it as the Appellate 
Division would have prior to the cal- 
endar call. The trial attorney probably 
would have been willing to go along 
with the settlement of the Appellate 
Division at that stage. Disapproval of 
Appellate Division settlements by Re- 
gional Counsel’s Office are rare. This 
may be particularly discouraging if the 
Appellate Division’s proposal had been 
acceptable to you, but you lingered in 
an effort to reduce the figure somewhat. 
By and large, the trial attorney and the 
Appellate Division’s technical adviser 
will be working rather closely together, 
and both will have in mind virtually 
the same settlement figure. If this is the 
case, there is no advantage in your wait- 
ing for a shift of settlement authority. 
Regional Counsel, through the attor- 
ney assigned to the case, may be better 
able to recognize the pitfalls of his case 
and the merits of yours at the time of 
trial than any other person at any time 
theretofore. Consequently, it is entire- 
ly possible that you may have a better 
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[Thomas J. Donnelly, Jr., is an attorney 
with the Chicago law firm of Dallstream, 
Schiff, Hardin, Waite & Dorschel.. He 
served as a special trial attorney in the 
Internal Revenue Regional Counsel's 
office in Milwaukee for several years.] 





opportunity to settle at this stage, par- 
ticularly if you think your case has been 
misjudged beforehand. But at the same 
time you may find the attorney quite in- 
clined to try his case once it has been 
prepared, his witnesses are subpoenaed 
and it is ready in all respects. Most of 
the younger attorneys in Regional Coun- 
sel’s office are anxious for the experience 
of trial and will be more inclined to 
look on their case with favor once they 
have gone this far with it. 

Another distinct disadvantage in wait- 
ing until the trial date is close at hand 
to make your best settlement offer is 
that by then the Government's case may 
well have developed into a much 
stronger one than that which the Appel- 
late Division had been considering. You 
should be well aware of the areas where- 
in, because of the facts or the law, the 
Government's case may grow stronger in 
its own eyes than it previously did. A 
supplemental investigation of the facts 
will often uncover facts favorable to the 
Government which might, except for the 
delvings of the trial attorney, never have 
been discovered. A thorough search of 
the law by the trial attorney may un- 
cover more favorable precedents that 
had previously been considered. The 
trial attorney will seldom begin any seri- 
ous preparation before the case is set 
for trial on a calendar and, if you can 
settle it before that time, it could hard- 
ly not be to your advantage to do so. 

In some instances you may experience 
a decided leaning toward your position 
by the trial attorney as opposed to the 
conclusions of the technical adviser. In 
these instances you may elect to save 
your final settlement proposal for Re- 
gional Counsel after the case has been 
called for trial on the calendar. If you 
are having extreme difficulty in convinc- 
ing the Appellate Division that there is 
any merit to your case, you may estimate 
that Regional Counsel will be very like- 
ly to be more receptive to it. You can 
always design to gain independent con- 
sideration by Counsel’s office, and the 
circumstances under which you may do 
it have been outlined above. 

The relative advantages and disad- 
vantages of submitting settlement pro- 
posals to Regional Counsel will become 
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better known as practitioners gather 
more experience with it. One clear ad- 
vantage, and the apparent reason for the 
delegation of authority, is its tendency 
to promote more expeditious settlements 
at trial time. Then, too, it is another 
outlet for independent consideration of 
your case. But counter-proposals made 
to you by the Appellate Division are by 
and large the product of the joint think- 
ing of the trial attorney and the techni- 
cal adviser, instances will be 
rare in which there is a marked differ- 
ence of opinion. 


and the 





Insurance beneficiary not liable for de- 
cedent’s income tax; tax-free under state 
law. The Tax Court had held that tax- 
payers, of life insurance, 
were liable for the unpaid income taxes 
of the decedent. It is now conceded that, 
under the rule of the Stern case (357 
U.S. 39), there is no income tax liability 
unless there is liability under state law. 
There can be liability in this case only if 
a change of beneficiaries was, under 


beneficiaries 


Pennsylvania law, in fraud of creditors. 
The court 
to the 


refuses to remand the case 
finding that the 
policies were never available to dece- 
and, therefore, the 
change could not be in fraud of them. 
It follows that the beneficiaries are not 
liable for the unpaid income taxes. 
Stoumen, CA-3, 11/24/58. 


Tax Court, 


dent’s creditors 


Interest computation after carryback de- 
termined. Taxpayer had a loss in 1946 
and an unused excess profits credit 
which it carried back to 1944. The in- 
come originally reported for 1944 was 
later found to be understated. IRS com- 
puted interest on the total understate- 
ment of 1944 tax from the due date of 
that return to the due date of the 1946 
loss return. For the period from the date 
of the 1946 return to the date of assess- 
ment after audit it computed interest on 
the original 1944 understatement as re- 
duced by the application of the loss 
carryback. The court finds the computa- 
tion correct. Peck, Stow & Wilcox Co., 
DC Conn., 10/30/58. 


Transferee can’t relitigate issue trans- 
feror lost. Taxpayer was the sole stock- 
holder in a corporation which had been 
held liable by the Tax Court for the 
penalty surtax on improper accumula- 
tion of surplus. Taxpayer was assessed as 
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Diligent efforts to settle tax cases will 
avoid lengthy trials and the time and ex- 
pense connected with them. The back- 
log of cases in the Tax Court and in the 
district courts is growing by leaps and 
bounds. There are now over 13,000 cases 
pending in the Tax Court. Increased 
efforts to settle afford the only outlet for 
speedy relief from the headache of a 
tax dispute. 

The Regional Counsel’s present set- 
tlement authority was inaugurated to 
expedite settlements and should be used 
whenever it may attain that end. wr 


transferee and he attempted to raise the 
the correctness of the 
Court’s decision. The Tax Court held 
that the validity of the tax was res 
judicata and this court affirms. Collateral 
estoppel is not applicable here and the 
court has no reason to determine whether 
there is, in the 1954 legislation, such a 
change in the law as would remove col- 
lateral estoppel. Egan Estate. (North- 
western National Bank, Ex’r) CA-8, 11/ 
10/58. 


issue of Tax 


Injunction against jeopardy assessment 
dissolved. The district court granted tax- 
payer an injunction against a proposed 
jeopardy assessment; this court reverses. 
An injunction is available only if the 
assessment is clearly illegal and if spe- 
cial circumstances warrant this extra- 
ordinary use of a court’s equity powers. 
Neither element is present here. Tax- 
payer argued that five separate business 
enterprises were dependent on his per- 
sonal resources, which were the subject 
of the assessment. Far from constituting 
special circumstances, the court reasons, 
this fact demonstrates the need 
jeopardy assessment proceedings. Mensik, 
CA-7, 11/19/58. 


for 


Prior will discovered after return filed; 
statute runs from its probate [Certiorari 
denied]. An estate tax was paid on the 
basis of the provisions of what was be- 
lieved to be the last will of decedent. 
A later will, the validity of which was 
established by litigation, contained a 
charitable bequest which would reduce 
the tax, and claim for refund was filed. 
The statute of limitations, on the facts 
here, the district court held, began to 
run from the time the right to claim an 
erroneous assessment was determined, 
i.e., when the second will was admitted 


to probate, not when it was discovered, . 
Since the claim was filed later than three) 
years from this probate, it is untimely] 
The Sixth Circuit affirmed. Wood) 
Estate (Walkden, Ex’r), cert. den., 10) 
13/58. ; 
Election of alternate valuation date 
binding despite erroneous legal advice” 
[Certiorari denied]. The election to usey 
the alternate valuation date must ex) 
tend to all of the property included in 

the gross estate, not only to the portion 

of such property which has declined in 

value. The executor in this case, how. 

ever, was informed otherwise by his at- 

torney, with the result that he signified| 
his election to use the alternate valua-| 
tion date in the manner prescribed on! 
the return foxm, but entered date-of-/ 
death values for items which had ap) 
preciated and, for those which had fallen © 
in value, the value one year from the} 
date of death. The aggregate value of 
the assets of the estate had actually in- 
creased during the year after death. © 
The Third Circuit held that, since the 7 
intention to elect the alternate valua- | 
tion date was unambiguously expressed, 
the election was irrevocable, and the § 
estate tax was to be paid on the basis of § 
the enhanced value. Beaston Estate 6 
(Rosenfield Ex’r), cert. den., 10/13/58. [ 


Government merely filed claim in pro- 
bate court; suit now barred. The statute H 
of limitations is six years for bringing 
a suit to collect taxes after assessment. 
The Government’s only action during 
the six-year period was to file a proof 
of claim against the deceased taxpayer's 
estate in the probate court. The juris 
diction of the probate court in Massa- 
chusetts is limited, and the only effect 
of the Government’s proof of claim 
was to put the executors on notice. A 
suit for the tax would have to be com- 
menced in another court. The present 
suit to collect is dismissed as barred by 
the statute of limitations. Saxe, CA-l, 
11/19/58. 


ne eR a a 


Transferee liability of widow-beneficiary 
now governed by state law [Acquies- 
cence]. On the basis of the recent 
Supreme Court decision in the Stern 
case, widows who were beneficiaries of 
insurance on their husbands’ lives are 
not liable as transferees for the hus- 
bands’ unpaid income taxes because the 
applicable state law imposes no such 
liability on the widow. Hampton, 30 TC 
No. 67, acq. IRB 1958-46. 
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Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Westinghouse builds a tax department: 


how it solved some common problems 


by E. V. HUGGINS 


Corporate tax men engaged in developing a technically sound, imaginative and 


business-oriented tax department for their own companies will find help in Mr. 


Huggins’ explanation of why Westinghouse chose to create a tax department separ- 


ate from both its law and accounting divisions. Men in public practice can apply 


much of this experience to their own firms. After all, a corporation’s tax depart- 


ment is basically a specialized law firm (plus a specialized accounting firm) with one 


client. And, finally, for the public practitioner who is outside counsel for clients 


with their own tax departments, large or small, this article provides an insight into 


the nature of his client. 


dips GENESIS of the tax function, I 
imagine, is pretty much the same in 
all companies. Twenty-five years or more 
ago, when even our largest corporations 
were small by today’s standards and tax 
burdens were relatively even smaller, tax 
work was primarily a matter of filing 
returns. This work was generally as- 
signed to people in the accounting de- 
partment who in many cases had other 
responsibilities. As companies grew and 
taxes rose, tax work became a full-time 
job of one and more accountants and 
the tax section of the accounting depart- 
ment took shape. The growing size and 
complexity of taxes also required legal 
assistance, and soon a lawyer in the law 
department was devoting part time and, 
before long, full time to taxes. The tax 
section of the law department now took 
shape as more tax lawyers were added, 
and the men in charge, frequently the 
general counsel on one hand and the 
controller on the other, had many other 
problems with which to concern them- 
selves. Accordingly, the tax aspects of a 
corporation's affairs frequently did not 
receive the undivided, co-ordinated at- 
tention of a specialist of recognized posi- 
tion and prestige in the company. Not 
infrequently the tax specialist in legal 
and accounting departments ranked far 
down in the corporate hierarchy, with 
consequent impairment of attention and 
quality of results. 


This may not have been true in the 
case of every company, but I venture to 
say it is rather typical of many. In any 
event, we in Westinghouse felt that the 
tax function should be separated and 
administered in a fully independent de- 
partment whose work and recommenda- 
tions would not be diluted by time and 
effort spent on other frequently unre- 
lated problems. 

Once it is recognized that responsi- 
bility for taxes should be in a separate 
department, which comprises both the 
law and accounting aspects of taxes, a 
number of other questions immediately 
arise, the most important being the ques- 
tion of the level of management at 
which the tax department should be 
placed, i.e., the question of to whom the 
head of the tax department should re- 
port. Again, we must recognize the com- 
plexity of the problems to be considered 
and the very large dollar stake that a 
large corporation has in effective tax 
management. This dictates the employ- 
ment of men of high quality, at ade- 
quate salaries and in positions which 
carry prestige in the corporation and, 
equally important, with the IRS and 
other Federal, state and municipal tax- 
ing bodies. It follows from this that the 
tax department should be on par with 
other departments of the corporation, 
such as the law and patent departments. 

The belief that tax work should be 
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lodged in a separate department does 
not mean, however, that the tax depart- 
ment can isolate itself. Quite the con- 
trary. One of the reasons for constitut- 
ing it as a separate department on a par 
with other service departments is to en- 
able it to work more effectively within 
the corporation. A tax department can- 
not be effective unless it knows what is 
going on in the corporation, knows the 
people involved and is fully accepted by 
them. Unless it understands the prob- 
lems of the other elements of the corpo- 
ration and devises effective answers to 
any tax questions involved in a way 
which, if possible, will help to solve these 
problems, the tax department will not 
fully serve its function. This is true not 
only of a tax department but of its sister 
departments, such as law, patent, public 
relations, advertising, budget, and oth- 
ers. The tax department must, in parti- 
cular, work closely with the law, the ac- 
counting, and the treasurer’s depart- 
ments. It must also establish direct lia- 
ison with the operating divisions or sub- 
sidiaries, in order that necessary in- 
formation on tax matters flows into the 
tax department and necessary instruc- 
tions flow out from the tax department 
for local compliance with such taxes as 
Federal excise, and state and local sales, 
use and property taxes. 

While I have been rather specific in 
stating what I regard as the first prin- 
ciples of proper corporate tax manage- 
ment organization, I cannot be equally 
specific about what the internal organi- 
zation of a tax department should be. 
This is, no doubt, a matter of great in- 
terest and concern to tax executives; it 
is by the same token a matter which 
must be decided by each tax executive 
for his own company. The problems of 
different corporations vary too greatly— 
and it is these which will be the major 
factor in determining organization—for 
anyone to try to chart an ideal tax or- 
ganization. 

However, it is obvious, I think, that a 
separate tax department, regardless of 
where it reports, means nothing unless 
it is properly staffed. In a large corpora- 
tion where the opportunities for tax 
savings through good tax management 
are really remarkable, there should be 
no effort spared in getting as key men 
for the tax department the most quali- 
fied and competent men in the field. 
Quality of key people is, I think, of far 
greater importance than quantity or or- 
ganizational structure. If your top tax 
man is good, the organization will take 
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[E. V. Huggins is Chairman of the 
Executive Committee and Vice President 
of Westinghouse Electric Corporation. 
This article is adapted from a speech 
which Mr. Huggins gave at the Thir- 
teenth Annual Conference of the Tax 
Executives Institute, Inc. Reprints of the 
complete address, as it originally ap- 
peared in The Tax Executive for Octo- 
ber 1958, may be obtained by writing to 
the Tax Executives Institute, Inc., 1111 
E Street, N. W., Washington 4, D. C.] 





care of itself. It can be left to him. 

In the light of what I have said, you 
may be interested in the internal organ- 
ization of the Tax Department of West- 
inghouse. This compels me to discuss 
the considerations in- 


to some extent 


volved. 
There appear to be two rather ob- 
vious bases for subdivision of work 


and responsibility within a tax depart- 
ment. The division can be between the 
law aspects and the accounting aspects 
and, in addition, in some companies, the 
engineering aspects of tax work. On the 
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other hand, the division can be by type 
of tax. 

Unfortunately, neither approach 
alone offers a completely satisfactory 
answer and a combination to some ex- 
tent of the two approaches is advisable, 
if not necessary. Unless the tax depart- 
ment is a very large one, it may not be 
necessary that any really sharp and dis- 
tinct lines be drawn, since performance 
will be better if there is free and easy 
co-operation between the subdivisions of 
the tax department. 

At Westinghouse we have found that 
a combination of the two approaches 
was best suited to our needs. According- 
ly, the tax department includes an ex- 
cise and ad valorem tax section, which 
is sufficiently distinct from the other tax 
work to be staffed with its own lawyers 
and accountants who devote themselves 
exclusively to all types of excise and ad 
valorem taxes. The bulk of the depart- 
ment which handles all Federal, state 
and foreign income taxes is, however, 
subdivided into a law section and an 
accounting section. We have found, in 





addition, that the members of the de. 
partment who are charged with prepara- 
tion of returns, negotiations with exam- 
iners and the day-to-day tax work can | 
never get away from current problems | 
and pressures to make time for the kind E 
of planning and handling of special pro- 
jects which we believe can yield huge 
dividends. This type of work involves 
analysis of different phases of the cor- 
porate operation, in the light of chang- 
ing or new laws, decisions and regula- 
tions, with a view to recovery of past tax 
overpayments or to recommending 
changes in organization or operation 
with a view to tax savings in the future. 
It has become clear that the only way in 
which tax planning and special projects 
get the attention they should is by creat- 
ing within the tax department a special 
section which “has no_ responsibilities 
other than planning and special pro- 
jects. Accordingly, we are creating such 
a section. 

Another aspect of the internal organ- 
ization of a tax department, on which I 
am willing to comment but for which I 
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. Establish policies and procedures 
for compliance at minimum cost 
with excise, sales, use and gross 
receipts and all ad valorem and 
franchise (other than income) 
taxes; ‘prepare instructions to 
effectuate same 

Advise Management regarding 
applicable tax laws, rulings, court 
decisions, and pending legislation. 
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. Establish policies and procedures 
for compliance at 
with income tax laws, including 
franchise taxes measured by in- 
come and foreign taxes, and review 
instructions to effectuate same. 

Advise Management on applica- 
ble tax laws, rulings, court deci- 


Income Taxes—Accounting 


Tax Planning and Special Projects 





minimum cost tax returns, inc’ 


ad 


¥ 


. Prepare and verity all income 
tudin, 


taxes measured by income. 
Cooperate with examiners con- 
ducting audits of income tax re- 
turns in the interest of negotiat- 
ing prompt settlements. 


nd accounting procedures 


1. Analyze proposed transactions or 


g franchise procedures having important tax 
ma d. 





ic 
tions to minimize taxes. 
Analyze complicated areas of the 
ompany’s operations to achieve 
tax Jr uctions or to mect tax 
requirements. 


NX 


and pending legislation ; 
prepare memoranda 
recommend procedures, 


tax committees and associations, 


of law and 

















Recommen: 
for compliance at minimum cost 
with income tax requirements 


6, Determine accruals of 
taxes fi 


income 
es for recording on the books. 
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al 


Advise and assist various Head- 
quarters groups ou establishment 


3. Prepare .— fle —— — , : and prepare or recommend in- and administration of policies on 
turns and approve paymen . 3. Review and file income tax re structions to effectuate same. r iation, pension plans, vaca- 
with taxing officials and ex- turns and approve payment of tax. . . " us tions, LIFO inventory, etc. 
4. Deal with t £ nd « : 4. Recommend taly action in mak 
aminers on applicable tax liabilities. 4. Deal with Government auditors ing payments and elections, filing 4. Prepare unusual claims for refund 
5. Conduct administrative appeals of income tax returns in aasere- returns and refund claims. tacrading conduct of litigation 
or litigation, including consulta- versies involving questions of law. S. Cooperate with Tax Counsel, In- and employment of outside coun- 
tion with outside counsel. 5. Prepare Claims fer, cofend and come Taxes, in the preparation and sel where necessary. 
assist in conduct of administra- Prosecution of claims for refund S. Prepare requests for spec 
A ? . a ~ 4 pecial tax 
6. Coamsrete a" —_— oe tive appeals litigation, including and the development of informa- rulings and discuss such rulings 
pny “a © ith committees and consultation with outside counsel. tion with respect to litiyation, with representatives of the tax- 
associations in making studies 6. Participate in work of recognized ing authority. 


Special projects as assigned. 
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cannot pretend to offer any final answer, 
is the question of whether the tax de- 
partment should be completely central- 
ized at headquarters or should be de- 
centralized. The tax departments of 
some large companies are wholly cen- 
tralized, while on the other hand, in 
some companies they are substantially 
decentralized. At Westinghouse we have 
a centralized department which handles 
all of the tax affairs of the company and 
its subsidiaries from our Executive Off- 
ces at Pittsburgh. This does, of course, 
mean a great deal of travel by tax de- 
partment personnel, but this is vital to 
their own knowledge of company prob- 
lems or operations and serves to gain for 
them that acceptance throughout the 
organization which is so important to 
their success. We believe that it also 
serves to co-ordinate tax work more ef- 
fectively and to reduce the size of the 
tax staff. This is a philosophy we apply 
to other service departments of the com- 
pany with, we believe, good results at 
reasonable costs. 

Speaking of the size of the tax staff, 
here again there seems to be great vari- 
ance among the companies, even among 
multistate corporations 
which at first impression would appear 
to have about the same amount of tax 


those large 


work. Thus, there are companies which 
have tax staffs of as many as 100 lawyers 
and accountants and there are compar- 
able companies with as few as a dozen. 
A great deal depends on whether the 
corporate books are kept on a tax basis, 
how much of the work of assembling 
the necessary data for the preparation 
of the returns is done within or without 
the tax department and how much use 
is made of outside help. Also, I believe 
it is fair to say that decentralization of 
the tax department tends to enlarge the 
size of the staff although it may more 
effectively control state and local tax 
costs. It is impossible to say what is an 
optimum number of people with which 
to staff a tax department. Again, it seems 
to me that the caliber of the people with 
which a tax department is staffed is far 
more important than the number. At 
Westinghouse the staff consists of 21 law- 
yers and accountants and ten secretaries 
and typists. 

I should like to emphasize that the 
top management of any well-run com- 
pany today must make sure that tax con- 
siderations are brought to bear on all 
decisions which have significant tax im- 
plications. 

There is yet another sense in which 


the importance of tax management must 
be recognized and incorporated in the 
over-all policies under which a corpora- 
tion operates. The public press and 
other commentators are increasingly 
stressing the place which corporations 
hold in our society and their responsi- 
bilities, which go far beyond the single 
responsibility of making a profit for the 
stockholders. The impact of corpora- 
tions on the local, state and national 
scene is such that no management of a 
substantial corporation can ignore its 
place and responsibilities in the over-all 
society—and I can assure you that very 
considerable attention is given to these 
responsibilities. 

With the world in a continuing state 
of tension, to which no end can be fore- 
seen, there is no question but that high 
taxes will continue and be a fact with 
which we all deal. You know the hetero- 
geneous manner in which our tax struc- 
ture has grown. You are also familiar, I 
am sure, with many of the factors which 
have dictated the manner in which the 
tax laws have been administered by the 
public authorities, frequently with pri- 
mary, if not sole, interest being devoted 
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to the number of dollars which will be 
immediately forthcoming without regard 
to the long-range impact on the econ- 
omy, the society or the particular corpo- 
ration. 

Certainly, one aspect of these new, 
broad responsibilities with which cor- 
porate management is increasingly con- 
cerned lies in the field of modification 
of tax laws and proper administration of 
those laws by the enforcement agencies. 
Corporations should stand ready to 
offer, when the occasion arises, as it fre- 
quently does, to give advice and counsel 
to Federal, state and local governments, 
with the broad objectives of achieving 
(1) adequate funds for government to 
administer and maintain our economy 
and society, and (2) at the same time, 
minimum economic effect on the solid 
and steady growth of corporate opera- 
tions and their position in the economy 
and society. 

These are broad objectives which will 
be exceedingly difficult to obtain. But 
if we are to obtain or approach ‘them, 
certainly the tax executives of corpora- 
tions will play a very significant part 
in the effort. Ba 


New IRS rules don’t permit 


non-enrollees to practice 


N™ RULES governing practice before 
the Treasury Department, which be- 
came effective December 31, 1958, do 
not contain the provision which was in 
the proposed rules which would have 
permitted non-enrolled persons who pre- 
pared a tax return to represent the tax- 
payer before the lower echelons of the 
IRS. The new Circular 230 does include 
provision for simplified examinations 
for admission to practice and new rules 
on handling contingent fees. 

The proposal to permit non-enrollees 
to represent a taxpayer before the Dis- 
trict Director’s Office was contained in 
Section 10.7(7), first published in the 
Federal Register on October 31, 1958. 
Its failure to appear in the final rules 
becoming effective on December 31, 
1958, does not mean that it will never 
become effective; it means that it has 
not yet, and may never, become effective. 

“Any person,” that section said, “who 
signs a return as having prepared it for 
the taxpayer may appear, without en- 
rollment, as the taxpayer’s representa- 
tive, with or without the taxpayer's pres- 
ence, before Revenue Agents and ex- 


amining officers of the field audit or office 
branches in the offices of District Di- 
rectors, with respect to the tax liability 
of the taxpayer for the taxable year or 
period covered by that return. Any per- 
son who prepared a return with respect 
to which the instructions or Regulations 
do not require that it be signed by the 
person who prepared the return for the 
taxpayer may likewise appear as the tax- 
payer’s representative. Proper authoriza- 
tion from the taxpayer will be required. 
Unless the taxpayer is present, such a 
person must present satisfactory identi- 
fication. All such persons will be subject 
to such rules regarding ethical prac- 
tices, the extent of their authority and 
other matters as the Director of Prac- 
tice, with approval of the Commissioner 
of Internal Revenue, shall prescribe. 
Such a person will be permitted to rep- 
resent taxpayers within those limits with- 
out enrollment.” 


The American Institute of CPAs has 
urged the Treasury to issue its final ver- 
sion of Circular 230 so as to make it 
quite clear that any representation of tax- 
payers by unenrolled persons would not 
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THREE NEW TAX GUIDES 
AVAILABLE SOON 


Tue IRS announces the forthcom- 
ing publication of 1959 editions of 
three tax guides: “Your Federal In- 
come Tax,” “Tax Guide for Small 
Business,” and ‘‘Farmers’ Tax 
Guide,” which will be available to 
aid taxpayers with their 1958 re- 
turns. 

These publications have been re- 
vised to include the 1958 legislation. 
The income tax and small business 
are obtainable at 35c a 
copy from local IRS offices and the 
Superintendent of Documents in 
Washington. The farm booklet is 
free and can be obtained at local 
offices and from county agricultural 
agents. 


booklets 











go beyond the examination of the re- 
turn. It said that the earlier proposals 
might have been interpreted to permit 
extension to unenrolled persons of the 
right to represent taxpayers to include 
the informal conference level. This the 
Institute strongly opposed. 

The Institute had also urged that 
rules of conduct apply to both enrolled 
and unenrolled persons. 


The Treasury’s attitude 


The underlying attitude of the Treas- 
ury Department on this important ques- 
tion may be discerned from the remarks 
of the Under Secretary, Fred C. Scribner, 
in a recent speech before the National 
Tax Association, made about the same 
time as the new rules were first pro- 
posed. He said: 

“Although the making out of tax re- 
turns is not considered by the Treasury 
Department as practice before the De- 
partment, it is significant that, at a time 
when over 61 income tax re- 
turns are filed by individuals, corpo- 
rations and others, there are only ap- 
proximately 81,000 holders of Treasury 
Cards. Over 60% of these enrollees are 
lawyers, and many lawyers enroll to 
handle a particular tax case and there- 
after engage in little, if any, tax prac- 
tice. About 30,000 holders of cards are 
Certified Public Accountants, but most 
of these have much more work than they 
can handle and are snot interested, by 
and large, in handling the personal tax 
returns of the taxpayer with a limited 
income and a small tax. 

“This problem of representation is 


million 
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becoming increasingly ~complicated. In 
the 10 years from 1946 to 1956 the num- 
ber of income tax returns filed in- 
creased 100%, while the number of en- 
rollees holding Treasury Cards increased 
only 4%. During these years the tax 
laws have continued to become more 
and more complicated. 

“We propose to take two steps in the 
IRS which we believe will aid this 
situation. Under the first change, the 
examinations for admission to practice 
before the Treasury Department are to 
be taken over by the Revenue Service. 
The Service will give examinations to 
properly qualified applicants who are 
not eligible for enrollment as lawyers, 
Certified Public Accountants, or former 
IRS officers and employees. The exam- 
inations will be prepared by the Service 
and will be given simultaneously in all 
District Director’s offices, and will be 
graded by the National Office. 

“In certain respects the new examina- 
tions will not be as difficult as those 
presently given. They will, however, be 
designed adequately to test the tech- 
nical competency of candidates to repre- 
sent taxpayers at all levels of the Service. 
Those who pass these new examinations 
will be enrolled as agents and will re- 
ceive a card permitting unlimited prac- 
tice. 

“The first of such examinations will 
be given in June of next year. 

“The second step will be to permit any 
person who prepares a return for a tax- 
payer to appear as the taxpayer’s repre- 
sentative, with or without the taxpayer’s 
presence, before Revenue Agents and 
examining officers in the field audit or 
office audit branches in the offices of 
District Directors with respect to the tax 
liability of the taxpayer for the taxable 
year or period covered by that return. 
All such persons will be subject to rules 
regarding ethical practice, the extent of 
their authority and other matters. They 
will be permitted, within those limits, 
and when authorized by the taxpayer, 
to represent the taxpayer without en- 
rollment. [This provision does not ap- 
pear in the new rules which became 
effective December 31, 1958.—Ed.] 


Settlement should be expedited 


“These proposed changes are expected 
to strengthen materially the taxpayer- 
assistance program of the IRS. 

“Cases involving relatively little tax 
or relatively simple facts comprise the 
bulk of the cases presented for disposi- 
tion at the Revenue Agent or examining 


officer level. It is in the interests of the 
Government and the taxpayer alike that 
every effort be made to complete reason- 
able settlement of these tax controversies 
at the lowest possible level and in the 
shortest possible time. 

“The aid and assistance of lawyers and 
Certified Public Accountants will be in 
as much demand as ever. We hope that 
you will encourage more lawyers and 
more Certified Public Accountants to be- 
come active in the tax field.” 


Contingent fee report dropped 


The final version of Circular 230 
contains two changes from the old rules 
about contingent fees; the description 
of circumstances which justify a con- 
tingent fee is changed and the require- 
ment of a report of all contingent-fee 
arrangements is ended. The old Circular 
230 had said that a wholly contingent 
fee arrangement might not be entered 
into unless the financial status of the 
client was such that he would otherwise 
be unable to obtain the services of an 
attorney or agent. The new version 
applies a new standard; a contingent-fee 
arrangement is permitted only if the 
client is financially unable to pay a 
reasonable fee on any other terms. 

However, it is no longer necessary for 
enrolled persons to file a report on a 
contingent-fee arrangement. Nor do the 
new rules require that there be filed 
with each power of attorney a statement 
that the person holding the power has 
not entered into a contingent-fee ar- 
rangement with the taxpayer. * 


1958 Montgomery’s adds 
estate and gift coverage 


THE 1958 EpiTion of the annual Mont- 
gomery’s Federal Taxes not only feels 
considerably heavier than the 1957; it 
actually covers a lot more ground. Estate 
tax and gift tax are added this year. The 
authors (some fifty CPAs in the tax de- 
partment at Lybrand, Ross Bros. & 
Montgomery) have a talent for writing 
clear, precise explanations of the law. 
Tax men, particularly those trained as 
accountants, have long regarded Mont- 
gomery’s as a great help in understand- 
ing the involved language of the Code 
or Regulations and will approve the in- 
creased coverage. The editors have con- 
tinued their policy of using little or no 
direct quotation; they translate the law 
and Regulations into smoother, clearer 
language and add numerous examples. 
The 1958 edition has the added valuable 
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feature of footnote citations to rulings 
and leading cases. Previous editions 
merely summarized the judicial con- 
struction of a section without identifying 
the cases. There is the usual excellent 
index, tables of Code and the Regula- 
tion Sections discussed and a table of 
cases cited. 

Fortunately, the text was not com- 
pleted until after the passage of the 
1958 tax act, with the result that the 
changes it made are all in proper place. 


Statements should disclose 
possible added assessments 


WHAT IS THE AUDITOR’s responsibility for 
reporting the possibility of additional 
assessment of tax on a company the 
financial statements of which he is pre- 
paring? A recent bulletin (No. 50) pre- 
pared by the Committee on Accounting 
Procedure of the American Institute of 
Certified Public Accountants, discussed 
contingencies, including, of course, the 
contingency of additional tax, or some- 
times, refund. 

In the preparation of financial state- 


ments, the committee said, “it is neces- 
sary to give consideration to contin- 
gencies. In accounting a contingency is 
an existing condition, involving a con- 
siderable degree of uncertainty, which 
may, through a related future €vent, re- 
sult in the acquisition or loss of an asset, 
or the incurrence or avoidance of a 
liability, usually with the concurrence 
of a gain or loss. A commitment which 
is not dependent upon some significant 
intervening factor or decision should not 
be described as a contingency. 
“Examples of contingencies which may 
result in the incurrence of liabilities, or 
in losses, are assessments or possible 
assessments of additional taxes that are 
being or would be contested. Material 
contingencies should be disclosed. 
“Disclosure should be made in finan- 
cial statements or in notes thereto. The 
disclosure should be based as to its 
extent on judgment in the light of the 
specific circumstances and should in- 
dicate the nature of the contingency, 
and should give an appraisal of the out- 
look. When amounts are not otherwise 
determinable, it may be appropriate to 
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indicate the opinion of management or 
counsel as to the amount which may 
be involved. 

“Other contingencies may exist where 
the outcome is reasonably foreseeable, 
such as probable tax assessments which 
will not be contested. Contingencies of 
this type which are expected to result in 
losses should be reflected in the ac- 
counts,” the bulletin continues. 

“Certain other situations requiring 
disclosures have sometimes inappropri- 
ately been described as though they were 
contingencies, even though they are of 
a nature not possessing the degree of 
uncertainty usually associated with the 
concept of a contingency. Examples are 
unused letters of credit, long-term leases, 
assets pledged as security for loans, pen- 
sion plans, the existence of cumulative 
preferred stock dividends in*arrears, and 
commitments such as those for plant ac- 
quisition or an obligation to reduce 
debts, maintain working capital, or re- 
strict dividends. Although some of these 
situations may develop into contingen- 
cies, they should not be described as con- 
tingencies prior to such eventuality.” %* 
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Redemption may not prove unreasonable 
accumulation of surplus; new rules emerging 


by JEROME C. BACHRACH 


When a corporation redeems some of its stock, is it giving the IRS proof that its 


surplus is unreasonably accumulated, hence subject to penalty tax? The Pelton Steel 


case suggests this, but Mr. Bachrach thinks the answer may nevertheless be “no”. He 


analyzes the Tax Court’s “ 


the classic “102” 


 - ADVISERS must concern themselves 
with a number of problems when a 
corporate client announces that it is 
preparing to redeem a shareholder's 
stock. First must check the tax 
status of the withdrawing shareholder. 
Making sure that the redemption meets 
the tests of Section 302 or 303 (as affected 
by Section 318 dealing with constructive 
ownership) will protect the seller from 
having his proceeds taxed as ordinary 
income on the 


they 


ground that they are 
“essentially equivalent to a dividend.” 
The tax practitioner must then look 
into the tax picture of the remaining 
shareholders. During the past 18 months, 
their clouded by the 
Tax Court decision in Joseph R. Holsey, 
28 TC 962 (August 8, 1957), in which a 
remaining shareholder was held to have 
received an ordinary dividend when the 
corporation paid the buy-out price to a 
withdrawing shareholder. Since this case 
was unusual in that it involved a father 
and his son and the buy-out was for only 
about one-half fair 
in addition a 


status has been 


market value, and 
pre-existing individual 
purchase option had been transferred to 
the corporation for exercise, the decision 
probably inspired much more concern 
than it deserved. Moreover, the case was 
reversed on September 3, 1958, by the 
Third Circuit (although there was a dis- 
sent approving the T 
ophy). 


‘ax Court’s philos- 


In any case, the Holsey issue is prob- 
ably now settled, since on October 30, 
1958, the Treasury announced it would 


one year operating costs” 


doctrine, and brings up-to-date 


problem in the light of recent decisions. 


follow the majority opinion of the 
Third Circuit. Furthermore, for at least 
the past year, the Taxpayers Ruling Sec- 
tion of the IRS in Washington has been 
issuing rulings that proposed corporate 
stock redemptions, in other than hus- 
band-wife situations, will not result in 
income to remaining shareholders if (1) 
the remaining shareholders had no in- 
dividual obligation or option personally 
to acquire the withdrawing sharehold- 
er’s stock, and (2) the stock is being 
purchased at its fair market value. This 
chapter would seem, therefore, to be 
closed. 

But corporate redemptions face still 
a third problem. A tax adviser must 
also consider whether a proposed stock 
redemption will be likely to increase the 
redeeming corporation’s vulnerability to 
Section 531 penalty surtax. 

The risk is obviously greater if the 
corporation does not have a record of 
paying dividends. Revenue Agents are 
just naturally going to be less impressed 
with the argument that a corporation 
could not have afforded to pay dividends 
if, during the period in question, it paid 
out substantial sums to reacquire its own 
shares. Nevertheless, the fact that a cor- 
poration purchases shares for its treasury 
is not in itself proof of a financial condi- 
tion so strong as to justify a penalty for 
having “improperly” accumulated. 

Let us first meet the frequently-ex- 
pressed objection that retiring its own 
stock serves no business purpose of the 
corporation. Concededly such redemp- 


tions do not improve a corporation’s 
balance sheet, but the courts have indi- 
cated that retiring a shareholder’s stock 
does benefit the corporation if done in 
order to insure continuity of harmon- 
ious management. See Emeloid Co. Inc., 
189 F.2d 230, (3d Cir. 1951) rev’g 14 
TC 1295. Similarly, in Prunier, 248 F.2d 
818, (Ist Cir. 1957) remanding 28 TC 
19, the court of appeals found that a 
business purpose was served when a 
corporation adopted an insured stock 
redemption plan. 

In Fred S. Fischer, 6 TCM 520 (1947), 
the Tax Court found that redemption 
of a minority shareholder’s stock at a 
price exceeding book value was “not un- 
reasonable for the purpose of promoting 
harmony in the conduct of the business 
and securing it from annoying interfer- 
ence and threats of legal proceedings.” 

Dill Manufacturing Co., 39 BTA 1023 
(1939), and Gazette Publishing Co., 103 
F. Supp. 779, (DC Ark. 1952) stand for 
the proposition that a corporation may 
properly and with a business motive ac- 
quire a minority stock interest so as to 
maintain intact the management and 
policy of the majority. 

True, cases involving minority stock- 
holders were distinguished in Pelton 
Steel Casting Co., 28 TC 153 (April 25, 
1957) aff'd 251 F.2d 278, (7th Cir. Jan. 
7, 1958), cert. den. 5/19/58, in which 
a corporation bought out shareholders 
owning 80% of its stock. During its fiscal 
year ended November 30, 1946, Pelton 
had paid no dividends out of its $170,- 
000 of profits after taxes (raising its 
book value to $1,092,000) although just 
six months later, at May 31, 1947, it 
paid $800,000 for 80% of its stock. Un- 
doubtedly, there is an extreme point 
beyond which one can hardly argue that 
the size of a stock redemption distribu- 
tion is not persuasive evidence of ability 
to have paid cash dividends without im- 
pairing the business. Furthermore, 
despite this massive redemption, Pelton’s 
profits for its fiscal years ending in 1947 
and 1948 averaged higher than the simi- 
lar figures for 1945 and 1946. Thus the 
Pelton case, on its facts, is hardly a 
precedent for less extreme situations. 
[The view that Pelton is a threat was 
expressed at 9 JTAX 324.—Ed.] 


Unfortunately, in his Pelton decision, 
Judge Fisher seems to have laid consider- 
able weight on the fact that the share- 
holders could have got funds out of 
their corporation by an alternate route. 
He said they could have first paid out its 
surplus in ordinary dividends, thereby 
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reducing the corporation’s book value 
and reducing the amount needed by it 
to purchase their shares. Such denial of 
a taxpayer's right to choose between al- 
would, of course, greatly 
weaken Section 302, in which Congress 
has provided capital-gains treatment for 
various methods of taking out corpo- 
rate surplus. 

A similar argument was made in Pope, 
239 F.2d 881, (Ist Cir. 1957) aff'g 15 
TCM 181. Here a taxpayer controlling 
two corporations sold to one company 
some of his shares in the other. The 
Commissioner argued that this sale was 
nothing more than a device by the con- 
trolling shareholder to receive dividends 
disguised as a capital-gains transaction. 
result have been 
achieved, it was argued, if the purchas- 
ing corporation had paid its shareholder 
a dividend equal to the amount paid for 
buying stock in its sister corporation. 
To this the court answered, “But the 
taxpayer was not required to take the 
route that leads inevitably to the greater 
tax.” The court even found that a corpo- 
rate business purpose was served in 
setting up the transaction in the form 
chosen by the taxpayer. “It may well 
have been to the purchasing corpora- 
tion’s business advantage to keep its 
surplus intact by buying the taxpayer's 
stock, rather than to deplete its surplus 
by declaring a dividend.” 


ternatives 


The same could 


How definite must needs for surplus be? 


Section 537 of the 1954 Code provides 
that the term “reasonable needs of the 
business” includes the “reasonably an- 
ticipated needs of the business.” This 
section had no comparable provision in 
the 1939 Code. One might think, there- 
fore, that Congress intended to liberal- 
ize the improper accumulations tax. In 
fact, the Senate Committee Report (83d 
Cong. 2d Sess., S. Rep. No. 1622 (1954)) 
was somewhat restricted. It indicated 
that accumulations will be permitted, 
“In any case where there exists a definite 
plan for the investment of earnings and 
profits. . . . However, where the future 
needs of the business are uncertain or 
vague, or the plans for the future use 
of the accumulations are indefinite, the 
amendment does not prevent applica- 
tion of the accumulated earnings tax.” 
(p. 317) 

The proposed Treasury Regulations 
under Section 537 carry out this thought, 
stating, ‘““There must be a clear indica- 
tion that the future needs of the business 
require such accumulation, and the cor- 
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poration must have specific, definite, and 
feasible plans for the use of such ac- 
cumulation.” Despite the Treasury view, 
however, the Tax Court has not been 
requiring such precision. Even in Pelton, 
the Tax Court concluded that the ac- 
cumulations for the year in question, 
“were materially in excess of any reason- 
able, planned, or needed future capital 
expenditures or other reasonably antici- 
pated exigencies or contingencies of the 
business.” Thus, even where a stock re- 
demption has occurred, the taxpayer 
clearly has the right to show that, had 
the money not been paid out, the corpo- 
ration should have conserved it against 
reasonably anticipated “contingencies.” 

A recent Tax Court decision squarely 
in point is Breitfeller Sales, Inc., 28 
TC 1164, (acq. IRB 1958-13). This case 
concerned an automobile dealership in 
which one man owned all the stock. 
The corporation had some $482,000 of 
current assets in excess of its current 
liabilities. As a defense against the pro- 
posed penalty tax it could point only 
to (1) a working-capital agreement with 
General Motors which’ was never en- 
forced and which the taxpayer did not 
expect to be enforced, (2) “the continu- 
ing possibility that it might be required 
to finance a new dealership,” and (3) 
“indefinite plans for acquiring further 
facilities which have not materialized 
during (the years in question).” Although 
this corporation had never declared a 
single dollar of dividends, had a quarter 
of a million dollars invested in market- 
able securities unrelated to its business, 
and during part of the years in question 
had lent money to its sole stockholder, 
the Tax Court still declined to find that 
its accumulations were unreasonable. 

Citing Breitfeller, the court said in 
Penn Needle Art Co., 17 TCM 504 (May 
28, 1958), “But the lack of definite plans 
does not necessarily mean the petitioner 
must lose the issue.” And again, “The 
Commissioner argues that, since the ac- 
cumulated earnings of petitioner were 
used to purchase the stock of one of the 
controlling shareholders, it follows that 
the money was not needed for the busi- 
ness. This is not necessarily so.” 


A redemption is an earnings distribution 


It is suggested above that a stock re- 
demption need not necessarily increase 
a corporation’s exposure to Section 531. 
But can we go farther and use such a re- 
demption as a defense against the pen- 
alty surtax? If the redemption occurs 
during the taxable year in question, can 


[Mr. Bachrach is a member of the Penn- 
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it be argued that the taxpayer’s earnings 
and profits were thereby reduced, rather 
than accumulated? 

Section 532 of the 1954 Code imposes 
the penalty tax on a corporation which 
permits profits “to accumulate, instead 
of being divided or distributed.” There 
can be no liability in a given year if 
there was no accumulation in that year. 
This section is in the alternative. There 
are two ways in which a corporation 
may rid itself of accumulated earnings 
and profits. They may be “divided,” 
that is, paid out in dividends. Or they 
may be “distributed,” a broader term 
which includes redemptions of stock. 
Section 302 of the 1954 Code is entitled 
“Distributions in Redemption of Stock.” 
Section 302(a) provides that, if a corpo- 
ration redeems all of a shareholder’s 
stock, “such redemption shall be treated 
as a distribution. .” Section 302(e) 
provides that so much of a distribution 
in redemption which is not properly 
chargeable to capital account is to be 
considered “a distribution of earnings 
and profits.” 

This is also the view of the Research 
Institute of America. This organization 
says in Vol. 1 of its Federal Tax Co- 
ordinator, page 20,023, Section E-1007: 

“The actual redemption of stock from 
accumulated earnings would not seem to 
call for any penalty. For example, if a 
corporation buys back its stock, the earn- 
ings are actually disbursed in that year 

. although not in the form of divi- 
dends. Therefore, it would be difficult to 
argue that the earnings have been re- 
tained for the purpose of avoiding tax 
on the stockholders.” 

It is, of course, well settled how to 
determine how much of a distribution 
in redemption shall be charged to earn- 
ings and profits. 

In GCM 23460, 1942-2 CB 190, the 
IRS conceded (citing cases) that each 
distribution in retirement of stock car- 
ries with it that portion of earnings and 
profits (as well as that portion of capital 
account) which is attributable to the 
shares redeemed. The charge to capital 
account is limited to that percentage 
thereof which the number of shares re- 
deemed bears to the total number of 
shares outstanding prior to the redemp- 
tion. The balance must be charged 
against earnings and profits. 


86 ¢ The Journal of Taxation *+ 

GCM 23460 refers specifically only to 
“retirement” of shares. But it is not be- 
lieved that the Service intended, even in 
1942, to limit the application of its rul- 
ing only to cases of formal retirement or 
cancellation under state law. In any case 
such a distinction cannot arise under 
the 1954 Code. Section 317(b) states, 
“For purposes of this part, stock shall 
be treated as redeemed by a corporation 
if the corporation acquires its stock from 
a shareholder in exchange for property, 
whether or not the stock so acquired is 
cancelled, retired, or held as treasury 
stock.” 

Thus we have the following statutory 
scheme. Section 312(e) calls for an allo- 
cation between capital account and earn- 
ings and profits in cases of a “redemp- 
tion” under 302(a). Section 
302(a) states that the meaning of “re- 
demption” shall be found in Section 
317(b). And Section 317(b) defines “re- 
demption” to include cancellation, re- 
tirement, or holding in treasury. 

The same rule is embodied in the 
Regulations adopted September 9, 1958, 
under Section 562. Section 1.562-1(b) 
calls for allocating liquidating distribu- 
tions between capital account and earn- 
ings and profits. The Regulations then 
state, “For the purposes of Section 
562(b), a partial liquidation includes a 
redemption of stock to which Section 
302 appiies.” 


Section 


The problem of whether there has 
been an under Section 
532 should not be confused with whether 
any part of the distribution in redemp- 
tion can be deducted in computing “ac- 
cumulated taxable income” under Sec- 
tion 535. Accumulated “earnings and 
profits” under Section 532 is not at all 
the same concept. 


accumulation 


For example, Section 535 allows a de- 
duction for dividends paid as defined in 
Section 561. But Section 562(c) forbids 
a deduction for “preferential dividends.” 
Preferential dividends are distributions 
which are not pro-rata among all shares 
of the same class. Evidently, the buying 
out of interest is 
“preferential” and would not give rise 
to a deduction in computing the corpo- 


one. shareholder’s 


ration’s income subject to the penalty 
surtax, if it is guilty of unreasonably 
accumulating. However Section 562(c) 
states clearly that the preferential divi- 
dend limitation applies only “for pur- 
poses of computing the dividends-paid 
deduction.” There is nothing to prevent 
deduction of a preferential dividend in 
measuring accumulations. 
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Under a similar prior statute, the Tax 
Court clearly distinguished “taxable net 
income,” i.e., the income upon which 
the penalty tax, if due, is levied, from 
“accumulation of gains and _ profits,” 
which is the proscribed result. W. S. 
Farish and Co., 38 BTA 150 (1938) aff'd 
104 F.2d 833, (5th Cir. 1939). 

It should also be pointed out that, 
under Section 532(a), only those corpo- 
rations can be penalized which are 
availed of to accumulate earnings and 
profits “for the purpose of avoiding the 
income tax.” The law does not read, 
availed of “for the purpose of avoiding 
graduated surtaxes.” Subtitle A of the 
1954 Code is entitled “Income Taxes.” 
Chapter 1 thereof is entitled “Normal 
Taxes and Surtaxes.” Section 1201, deal- 
ing with the alternative tax on capital 
gains, is a part of subtitle A, Chapter 1. 
The alternative tax is certainly a part of 
“the income tax.” Surely confiscatory 
high rates have not become so perman- 
ent a feature in our thinking that a tax- 
payer paying a full 25% of his liquidat- 
ing profits to the Government can rea- 
sonably be charged with “avoiding the 
income tax.” 

It is, therefore, the author’s conclu- 
sion that, for the year in which a stock 
redemption occurs, which redemption 
carried with it an amount of earnings 
and profits at least equal to the after- 
tax earnings for the same year, there 
has been no accumulation and there can 
be no liability for Section 531 tax. (Even 
in Pelton the Government was asserting 
liability for the year prior to the stock 
redemption.) 


Annual operating-expense test 


In deciding how a stock redemption 
would be likely to affect a corporation’s 
Section 531 picture, an important early 
question is whether the corporation 
would be vulnerable assuming no re- 
demption. A reading of the numerous 
Section 102 and Section 531 decisions 
shows how difficult it is to determine in 
a specific case whether accumulations are 
reasonable. Indeed, the Senate Finance 
Committee Report on the 1954 Code 
said, “One of the principal reasons for 
confusion as to application of the Sec- 
tion 102 tax has been the lack of ade- 
quate standards as to what constitutes 
the reasonable needs of the business. 
Some of the standards informally em- 
ployed in the past, such as the distribu- 
tion of 70% of earnings, have been 
erroneous or irrelevant. More often, in 
the absence of adequate guidance, Rev- 





enue Agents in examining cases have ap- 
plied their individual concepts as to 
business needs.” (83d Cong., 2d Sess., S. 
Rep. No. 1622 (1954) 69). 

Congress accordingly provided the 
Section 535(c) $60,000 minimum credit. 
Thus, no matter what the intent of the 
shareholders, nor how little the corpo- 
ration might need its money, any com- 
pany could accumulate $60,000 without 
fear of litigation. 

But there was strong feeling that even 
$60,000 was too small an exemption. 
The Senate Select Committee on Small 
Business recently reported, “This is an- 
other area of the Internal Revenue Code 
which intentionally discriminates against 
the small closely held corporation. This 
group has great problems in accumulat- 
ing equity capital for ordinary business 
needs. As has been suggested above, the 
greatest share of such expansion has 
historically been financed through re- 
tention of earnings. Not only is it diff- 
cult to retain enough earnings after 
taxes, but management of small corpo- 
rations must always prepare to defend 
the reasonableness of their accumula- 
tion. This additional burden is not 
thrust on larger public-owned corpora- 
tions, because the Treasury has consid- 
ered broad public ownership to be an 
automatic deterrent to improper ac- 
cumulation of surplus.” (Report No. 
1237, 85th Cong., 2d Sess. p. 17 (Janu- 
ary 30, 1958)). 

The House Committee on Ways and 
Means, in introducing the Small Busi- 
ness Tax Revision Act of 1958, which be- 
came law on September 2, 1958, con- 
curred, saying, “By raising this amount 
to $100,000, your committee makes al- 
lowances for rising costs since this figure 
was first established, and also provides 
a slightly wider margin of accumulation 
with respect to which business can be 
free of worry concerning the accumu- 
lated earnings tax.” (85th Cong., 2d 
Sess., Rep. No. 2198 (July 16, 1958)). 

But even the new $100,000 limit leaves 
so Many corporations potentially liable 
that the 
burden of hearing and deciding the ex- 
tremely detailed and involved fact situa- 
tions typical of Section 531 litigation 
will not be materially reduced. Perhaps 
for this reason, the court itself seems to 
have been fashioning a fairly specific 
standard which, if widely recognized, 
would greatly simplify the task of busi- 
nessmen, their advisers and of Revenue 
Agents in determining whether a risk of 
Section 531 liability is present. In brief, 
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this standard holds that a business may 
reasonably accumulate sufficient net 
worth to equal its operating expenses for 
one year plus its average inventories and 
receivables during that year. If a corpo- 
ration’s capital would not have reached 
this level even adding back the redemp- 
tion in question, a purchase of its own 
shares should not be held against it. 

Apparently this principle was first 
specifically applied in J. L. Goodman 
Furniture Co., 11 TC 530 (1948), (acq. 
IRB 1949-1, CB 2). This taxpayer’s 
capital and surplus was about $1,000,000. 
Chief Judge Murdock looked at the 
corporation’s returns and found that its 
annual operating expenses were about 
$162,000. To this he added about $150,- 
000 for average inventory. (This was 
$50,000 higher than the year-end inven- 
tories shown on the taxpayer's state- 
ments.) He then added about $188,000 
for carrying average accounts receivable. 
(This was $100,000 more than the year- 
end receivables shown on the taxpayer’s 
statements.) He thus arrived at $500,000 
and said, “There was a_ reasonable 
necessity for sufficient capital to meet 
operating expenses for at least one year. 
It seems fair to conclude from the evi- 
dence that the petitioner was actually 
using in its business during those years 
at least $500,000 of the capital and sur- 
plus shown on its return.” 

The one-year test was again applied 
in National Yarn Corp., 9 TCM 603 
(1950). This taxpayer had $499,000 of 
cash and Government bonds on hand at 
the end of the year in question. The 
court found that the corporation’s an- 
nual operating expenses, exclusive of 
the purchase of raw materials, were 
about $250,000. To this amount the 
court added $140,000 representing the 
excess of a $200,000 estimated average 
inventory over the $60,000 on hand at 
the statement date. The court then fur- 
ther added $148,000 -of accrued taxes. 
The total more than offset the cash 
and bonds. This done, the court con- 
cluded that the taxpayer had acted rea- 
sonably in adding its entire profits after 
taxes to earned surplus rather than dis- 
tributing them as dividends. 

In Hedberg-Freidheim Contracting 
Co., 15 TCM 1433 (1956), the court said, 
“Working capital is also a necessary busi- 
ness requirement and it has been held 
that the accumulation of earnings or 
profits sufficient to meet the operating 
expenses of a corporation for at least 
one year is not unreasonable.” (15 TCM 
at 1439). In this case Section 102 liability 
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was found only for those years in which 
the taxpayer’s working capital exceeded 
its annual operating expenses. 

The Fourth Circuit went even farther 
in Smoot Sand & Gravel Corp., 241 F.2d 
197 (1957). Speaking for the court, Judge 
Sobeloff indicated that one year’s operat- 
ing expenses might include not only in- 
direct expenses, such as are listed among 
the deductions on pages 2 and 3 of 
Form 1120, but also direct expenses, 
such as wages, fuel and supplies which 
are usually shown among cost of goods 
sold in Schedule A on page 5 of Form 
1120. He said: 

“The Tax Court treated $500,000 as 
adequate working capital for petitioner, 
exclusive of self-insurance reserves. This 
determination was based upon the for- 
mula that ‘accumulation of funds to 
meet operation expenses for at least one 
year is reasonable.’ Citing J. L. Good- 
man Furniture Company, 11 TC 530. 
It is apparently true, as petitioner claims, 
that the Tax Court, in applying this 
formula, used only those indirect ex- 
penses on petitioner’s. profit and loss 
statements, which did not include the 
cost of goods sold. Petitioner did, how- 
ever, have direct expenses, such as wages, 
fuel and supplies, which, on its operat- 
ing statements, were included in the 
cost of goods sold. . . . Such expenses 
were not recognized by the Tax Court 
in applying its formula, and we cannot 
ascertain from the decision and opinion 
whether the exclusion of its direct op- 
erating costs was intentional or, as peti- 
tioner asserts, inadvertent. 

“In the Goodman Furniture Company 
case, the Tax Court did not limit the 
working capital requirements of the tax- 
payer in that case to an amount sufficient 
to meet one year’s operating expenses. 
The Tax Court in that case included in 
the calculation of working capital, allow- 
ances for inventories, accounts receiv- 
able and, in addition, funds sufficient to 
meet one year’s operating expenses; and 
the Tax Court in that case was dealing 
with a retail installment merchant.” 

The Goodman case was again cited in 
Penn Needle Art Co., 17 TCM 504 (May 
28, 1958) in which Judge Tietjens found 
that the taxpayer had shown a need “for 
substantial amounts of working capital.” 
His opinion does not refer expressly to a 
one-year test, but it will be noted that 
his findings of fact for each year in 
question show a tabulation of operating 
expenses for that year plus average ac- 
counts receivable and inventory carried 
during the year. 


In its latest surplus accumulations de- 
cision, Watkins Motor Co., 31 TC No. 
31 (October 31, 1958), the Tax Court 
once more referred to the Goodman 
rule, though it did not apply it in the 
usual way. Perhaps this was because 
other reasoning satisfied the court there 
was no liability for penalty surtax. This 
opinion recites testimony that the auto- 
mobile agency involved would have re- 
quired working capital of $445,000 if 
one added average inventories and re- 
ceivables to average operating expenses 
for one year. However, a minimum 
standard agreement with General Motors 
required only $226,000 of working capi- 
tal, though the actual working capital 
for the two years in question ranged 
from $305,000 to $369,000. 

Without disclosing his computation, 
and the reported decision contains no 
operating-expense figures, Judge Arun- 
dell held that $240,000 met the tax- 
payer’s “reasonable working capital re- 
quirements for one year’s operation.” 
To this he added the taxpayer’s $178,000 
contemporary estimate of future fixed 
asset acquisitions (it had actually spent 
$124,000 in the five years between the 
years in question and the trial) and 
$24,000 to meet a contingent liability. 
The total thus arrived at, $442,000, ex- 
ceeded taxpayer’s total surplus. This was 
considered sufficient evidence that its 
accumulations were not “improper.” 

However it may be applied to a spe- 
cific business, the Goodman standard is 
generally a reasonable one and should 
be widely adopted. A businessman should 
be entitled to the assurance that he will 
not be threatened with difficult and ex- 
pensive litigation before his corporation 
has accumulated sufficient net worth to 
carry its overhead expenses, inventories 
and receivables for at least one year. If 
his corporation meets this test, the 
writer believes it can redeem a part of 
its stock without thereby increasing its 
vulnerability to the penalty surtax in 
the year of redemption. And if some 
valid business purpose for the redemp- 
tion can be shown, prior open years 
should not be endangered either. ve 


Corporate sales in 1957 up; 
net and income tax down 


ALTHOUGH CORPORATE sales hit a record 
high in the recession year of 1956-1957, 
Federal income taxes and net income de- 
clined. The IRS pr«iiminary report on 
its annual “Statistics of Income,” recert- 
ly released, covers corporations report- 
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ing on fiscal years ending from June, 
1956, to June, 1957. During this period 
sales hit the high of $647 billion, but in- 
come taxes were only $21.4 billion, 1.8% 
below the preceding year. This was a 
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net decrease of $377 million derived 
from a decrease of $725 million in the 
manufacturing companies which was 
partially offset by an increase in income 
tax paid by service industry. w 


Tax Court approach to thin 


incorporation defended 


by JEROME R. HELLERSTEIN 


When advising on a long-term project, such as the formation of a new corporation, 


the wise tax man must not only take account of the law as it is today, but also 


must caution against procedures likely to cause trouble later as the law shifts and 


grows. The degree of thinness tolerable now may appear excessive to the courts 


that may have to decide the question five to 10 years from now. A particularly 


thoughtful comment on the development of the cases in this field was made last 


fall at the Tulane Tax Institute by Jerome R. Hellerstein in the course of his 


discussion of a particular assumed set of facts involving the operations of two real 


estate developers. Mr. Hellerstein practices law in New York City and is Adjunct 


Associate Professor of Law at NYU. This excerpt does not contain all the footnotes 


to the law and the literature set out in the Proceedings of the Institutet 


_ THIN INCORPORATION doctrine had 
its origin in a dictum in a Supreme 
Court opinion in which the court ani- 
stock 
excessive 


invest- 
debt 


madverted to “nominal 


ments and obviously 
structure.”2 Taking this dictum as their 
starting point, the courts began to strike 
down flagrantly distorted ratios of debt 
to total capital—35 to 1, for example, in 
one case. This factor, the ratio of debt 
to total capitalization, has loomed large 
in the minds of commentators and, al- 
though the courts have not set down 
any criteria of an “excessive debt struc- 
ture,’ the Government’s acquiescence in 
the holding in one case that debt existed 
where the ratio was 314 of debt to 1 of 
stock? has emboldened some commenta- 
tors to suggest that any ratio under 4 to 
1 for debt to stock should be reasonably 
And, of 
cerned, not with the par value or book 
stock, 


safe. course, we are here con- 


value of but with actual values, 


and presumably values at the date the 


2 Proceedings of the Seventh Annual Tulane Tax 
Institute, Bobbs-Merrill Company, Inc., (In- 
dianapolis, 1958), 678pp. 
“John Kelley Co., 326 U.S. 521 (1946). 
® Ruspyn Corp., 18 TC 769 (1952), Acq. 1952-2. 
* Bittker, Thin Capitalization: Some Current 
Questions, 34 Texas 831 (1956). Professor Bitt- 
ker’s article is a particularly thoughtful treat- 
ment of the thin incorporation problem. 
5 Estate of Herbert B. Miller, 24 TC 923 (1956), 
rev'd 239 F.2d 729 (9th Cir. 1956). 
® Gooding Amusement Co., 23 TC 408 (1954), 
aff'd 236 F.2d 159 (6th Cir. 1956), cert. den. 
352 U.S. 1031 (1957). 

TC 513 (1954), 


‘Kraft Foods Co., 21 Acq. 





debt is created, not values during a 
later year with respect to which an issue 
arises.* Actually, however, the debt-stock 
ratio is only one factor in the picture 
and some courts at least have been wi 
willing to rest mechanical ratio 
tests. 


with 


Tax Court’s tests 


The Tax Court has been looking more 
deeply into corporate capital structures 
and has been developing other tests of 
indebtedness, alongside or independent 
of debt-stock ratios. In the Miller Estate 
case, the Tax Court held that, if debt 
is issued for assets required “in order to 
commence doing business and remain in 
intended that the 
value of the contributions should remain 
indefinitely at the risk of the going busi- 


business,” it ‘“‘was 


ness as part of its permanent capital 

structure” should, therefore, 

treated for tax purposes as stock.5 
There is a good deal to be said, I 


and be 


1954-1 Cum. Bull. 5, rev’d 282 F.2d 118 (2d 
Cir. 1956). 

8 Prudence Secur. Corp., 135 F.2d 340 (2d Cir. 
1943). 

® See note 7, supra. See, also, the highly formal- 
istic approach to the thin incorporation prob- 
lem in Gilbert, 248 F.2d 399 (2d Cir. 1957). 

10 Rowan, 219 F.2d 51 (5th Cir. 1955); Sun 
Properties, Inc., 220 F.2d 171 (5th Cir. 1955). 
The suggestion has been made that the thin 
incorporation doctrine may be avoided by the 
device of a guaranty. Suppose, for example, that 
$100,000 is to be paid into the corporation by 
the stockholders when it begins operations. $10,- 
000 is paid in for the stock and $90,000 is 





think, for the view that the assets or 
capital transferred by stockholders to 2 
business, with no reasonable expecta- 
tion that these assets or funds can be 
withdrawn without impairing or curtail- 
ing the operations, ought to be regarded 
as permanent equity capital of the busi- 
ness. Else, a closely held corporation 
and its stockholders, in which stock- 
holders holding what is economically 
equity capital, with all the prospects of 
a return on equity capital and without 
the hazards to the corporation of any 
independent creditor’s claim, may obtaia 
tax advantages not open to business 
generally. 

There is one other element that has 
played a role in the decisions which have 
treated formal debt held by stockholders 
as a stock interest. This may be illus- 
trated by a case in which notes were 
issued by a corporation to its stock- 
holders, proper in form and with an 
adequate stock capitalization. The Tax 
Court found, however, that the parties 
had “no intention at the time of the 
the notes ever to enforce 
payment,” especially if to do so would 
impair the corporation’s credit.6 The 
court relied for its conclusion, in patt 


issuance of 


at least, on hindsight, that is the corpo- 
ration’s failure to pay the notes at ma- 
turity, the post-issuance subordination 
of the notes to other creditors and to 
the court’s feeling that the issuance of 
the notes was motivated, not by bona 
fide business reason, but solely by tax 
considerations. And in a recent case in- 
volving Kraft Foods Co., the Tax Court 
disallowed deductions to a subsidiary of 
indebtedness held by its parent com- 
neither the of the 
debt nor the adequacy of stock invest- 


pany, where form 
ment was in question, by holding that 
a true debtor-creditor relationship was 


not intended.7 


Hostility of the courts of appeal 
This Tax 
Court in going beyond the simple issue 


economic realism of the 


of the ratio of debt to equity capital and 
seeking to categorize as stock interests 
what it regards as permanent assets paid 


borrowed from a bank with the loans guaranteed 
by the stockholders. Will interest be allowed 
as a deduction? Will the repayment of the bond 
loans be treated as dividends if the corporation 
has earnings and profits? The danger in this 
technique is that the courts may cut through the 
relationship and treat the stockholders as in 
substance the borrowers, followed by a contribu- 
tion of personal funds to the corporation, and 
apply the normal results of a thin corporation. 
See Bittker, loc. cit. note 4 supra. The further 
tax advantage formerly thought to be achieved, 
namely, an ordinary deduction if the stockholders 
are required to meet the guaranty, is no longer 
possible in most situations since the decision in 
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into the business by stockholders as risk 
capital, and in disallowing as debt in- 
vestments which it has concluded -were 
not intended to be enforced as debt 
claims has largely been rejected by the 
courts of appeal. Its decision in the 
Miller Estate case, which articulated the 
“permanent investment risk capital test” 
of equity capital, was reversed by the 
Ninth Circuit, which declared that, “We 
know of no rule which permits the Coin- 
missioner to dictate what portion of a 
corporation’s operations shall be pro- 
vided by equity financing rather than by 
debt.” It used as its ‘criterion in deter- 
mining that debt was intended that the 
“written instruments objectively mani- 
fest their intent” to “create a genuine 
indebtedness,” that they were not “a 
sham.” And the Second Circuit—which 
in a dictum in a case decided in 1943 
had alarmed the tax bar by declaring 
that, “A corporation ordinarily cannot 
in a real sense become a creditor’’ of its 
wholly-owned subsidiary and that, “while 
there are perhaps conceivable circum- 
stances in which accruing interest on 
bonds of a wholly-owned subsidiary held 
by its parent company might be de- 
ductible from the subsidiary’s gross in- 
come, certainly, when the Government 
chooses to assail the transaction, such a 
deduction cannot be permitted’”®—the 
same Second Circuit (with a change of 
personnel) in 1956 reversed the decision 
in the Kraft Foods case in which the Tax 
Court had relied on the absence of an 
intention to create debtor-creditor re- 
lationship. The Second Circuit said: 
“In a broad economic sense, of course, 
it is of limited significance what form 
a sole stockholder’s investment in a 
wholly-owned corporation takes. That is 
equally true of any transaction or ar- 
rangement between affiliates, whether it 
be an operating contract, a sale, a lease, 
or a payment of interest or dividends. 
But the law generally and the applicable 
tax law deliberately, through its in- 
sistence on taxing affiliates separately, 
affords significance to and honors the 
types of investment chosen. In cons2- 
legitimate and 


quence, all genuine 


Putnam, 352 U.S. 82 (1957). While this method 
would, I think, at least have the obfuscatory 
advantage of making the Goverment’s case more 
difficult to sustain than otherwise, it involves 
complications in the business operations. The 
need to pay interest and perhaps provide se- 
curity to the bank, the reduction in the flex- 
ibility of the financial operations of the corpo- 
ration, and other factors may, in a given situa- 
tion, dictate against such a procedure. 

11 See, e.g., Newberry’s Estate, 201 F.2d 874 4rd 
Cir. 1953); Granite Trust Co., 238 F.2d 670 (1st 
Cir. 1956); Casale, 247 F.2d 440 (2nd Cir. 19567), 
rev'g 26 TC 1020 (1956); Cold Metal Process 
Co., 247 F.2d 864 (6th Cir. 1957). 
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corporation-stockholder arrangements 
have legal—and hence economic—signifi- 
cance, and must be respected insofar as 
the rights of third parties, including the 
tax collector, are concerned.”® 

And finally, I should note that one 
recalcitrant court of appeals—or one in- 
dependent court of appeals, if you pre- 
fer—which apparently rejects entirely 
the thin capitalization doctrine, holds 
that stockholders may “determine just 
how much of their funds they care to 
risk in the form of capital and how 
much, if any, they are willing to lend 
as credit.” The only question is the 
intention of the parties to make a loan 
or buy stock as evidenced by the docu- 
ments and surrounding circumstances.10 


Increasing formalism seen 


The thin incorporation doctrine 
touches at one of the most troublesome 
problems in the tax law, and indeed in 
the law generally. We confront it in 
virtually every area of the tax law, some- 
times couched as the problem of “form 
versus substance,” at. other times as 
the problem of “business purposes,” at 
still other times as the problem ot 
“sham transactions,” “tax avoidance” 
and so forth. In the income tax, Con- 
gress has extended benefits to. indebted- 
ness which it withheld from capital 
stock. We have long since learned that 
we cannot achieve equity in taxation by 
a slavish adherence to common law or 
local statutory law classifications, or their 
treatment of legal instrumentalities, or 
their determination as to the legal con- 
sequences of transactions. To do +o 
would create preferences, discrimination 
and inequality among taxpayers similar- 
ly situated as an economic matter, based 
on differences that are not warranted by 
the pattern and design of the Code. 
Unless we consider the motives of the 
parties, their economic positions, the 
over-all effects of transactions, and apply 
what I like to think of as the “smell 
test,” all adjudged in the light of the 
pattern, purposes and language of the 
Code, arbitrary and capricious results 
will obtain. A recent eloquent testi- 
monial to this dilemma in the income 
tax law is the admitted inability of the 
newly elected administration to carry 
out in 1954 its widely advertised plan 
to substitute definite and certain objec- 
tive rules in the reorganization provi- 
sions of the Code for such vague and 
subjective principles as the business pur- 
pose doctrine. 

If, then, as I suggest, we must go 


beyond sterile dictionary or common law 
definitions of words used in the Code 
and determine tax results by reference 
to the broader considerations noted 
above, then the type of approach to thin 
incorporation pioneered by the Tax 
Court seems to me to be sound. One may 
quarrel with details and we may disagree 
as to its application in specific cases, 
but the basic approach ought to be ac- 
ceptable. Of course, such an approach 
to thin incorporations will produce un- 
certainty—and we as lawyers will con- 
tinue to be perplexed in advising our 
clients—but I suggest that this is the 
inevitable result if our taxing statutes 
are to be applied in the light of their 
broad pattern and design and in a man- 
ner which will minimize unwarranted 
preferences and unjustified discrimina- 
tions. Consequently, the action of the 
courts of appeal in striking down the 
Tax Court’s recent attempts to accom- 
modate the thin incorporation doctrine 
to economic realities appears to me io 
be deplorable. Indeed, the decisions of 
the courts of appeal appear to me to be 
part of a broad new tendency which 
seems to be emerging in the income tax 
field, a pattern of reverting to the 
formalism of an earlier era, of sanction- 
ing artificial devices and techniques, 
which reflect a different approach to 
the tax law from that of the milestone 
decisions of earlier-era cases such as 
Gregory, Tower and Lusthaus, Clifford, 
Bazley and Adams.1! Perhaps the courts 
are reflecting the over-all retreat from 
liberalism which has taken place in our 
society generally so that a judicial, xs 
well as a general political and social re- 
action, has set in, and is expressed in the 
current approach to taxes. a 


Will Subch. S election end 
double disallowance of T & E? 


fri IRS CRACKDOWN on expense ac- 
counts has meant not only a stiffer 
“show me” attitude toward expenses 
claimed, but also a complete follow- 
through on items disallowed to a cor- 
poration reimbursing a stockholder-off- 
cer. The Treasury, following a “double 
disallowance” policy, not only assesses a 
deficiency against the corporation; it 
taxes the same amount to the share- 
holder as income to him. Not infrequent- 
ly the total tax due will exceed the 
amount of disallowed expense. 

The businesses most threatened by this 
kind of tax trouble are, of course, the 
closely-held, owner-managed corpora- 
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Net income of the corporation . 
Dividends 


Undistributed income .... 


Dividends 
Disallowed expense income . 





$3,000 DISALLOWED EXPENSES 








Stockholders’ taxable income, corporate 
undistributed income, as above . 





as as not a 
reported dividend dividend 
$10,000 $13,000 $13,000 

4,000 7,000 4,000 
$ 6,000 $ 6,000 $ 9,000 
$ 6,000 $ 6,000 $ 9,000 

4,000 7,000 4,000 

3,000 
$10,000 $13,000 $16,000 





tions that generally can qualify for the 
election under Subchapter S to have the 
corporate taxed to the stock- 
holders. If the business usually pays out 
most of its earnings as salary, there may 
be little practical difference in total tax 
whether it elects or not. And, if the elec- 
tion will end the threat of double dis- 
allowance of expenses, it might be good 


income 


insurance to elect. 

If such a corporation elects and if 
thereafter expenses it pays to 
stockholder-executives are disallowed, 
there will be only one disallowance if 
the payment to the stockholder is re- 
garded by the Treasury as a dividend. 
Suppose, for example, that an electing 
corporation had $10,000 income after all 
expenses and paid dividends of $4,000. 
$6,000 taxed to the _ stock- 
holders as income and 
they would also pay tax on the $4,000 
dividend. Their taxable income is $10,- 
000. Now suppose a revenue agent pro- 
poses to disallow $3,000 paid by the 
corporation to stockholder-officers as re- 


some 


would be 
undistributed 


imbursement for expenses. The corpo- 
rate income would be increased to $13,- 
000. If the $3,000 is recognized as a 
dividend, the undistributed income of 
the corporation remains at $6,000 and 
the stockholders are taxed on that $6,000, 
on the regular dividend of $4,000 and 
the disallowed-expense dividend of $3,- 
000. Thus, the individual’s taxable in- 
the $3,000 
allowed expenses. All of this seems per- 


come is increased by dis- 
fectly straight-forward. 

The difficulty arose because of un- 
certainty as to the IRS position on 
whether such disallowed expenses are 
dividends. As long ago as last year, John 
T. Hayes, discussing travel and enter- 
tainment expense in this Journal (7 
JTAX 78-9) said, ““The Revenue Service 
is currently following the peculiar prac- 
tice of refusing to allow the corporation 








a deduction as compensation [i.e. refus- 
ing to treat the disallowed expenses as 
additional salary paid by and deductible 
by the corporation.—Ed.] and also refus- 
ing to allow the stockholder a dividend- 
received credit on the disallowed ex- 
penses. It would appear obvious that ex- 
cessive expense allowances are either 
compensation or dividends. This attempt 
to eat its cake and have it, too, is prob- 
ably an interim measure, intended by 
the IRS to protect the Government until 
more cases . . . come down . . . Appar- 


IRS to follow Casale; 


ently the Commissioner will not allow 


this credit until he is sure that the pay- 7 


ments are not compensation.” 





If the IRS should adopt a similar at- : 


titude on disallowed expenses of an 


electing corporation, we might come up 7 


with a double disallowance there, too, 
Reverting to our example above, if the 
$3,000 disallowed expenses increased net 
income of the corporation, but did not 
increase its dividends, the undistributed 
income taxable to the stockholders would 
be increased by $3,000 and, in addition, 
the stockholders would be taxed on the 
$3,000 received by them as an unspeci- 
fied type of income. 

Now it is reported that the Treasury 
is preparing a ruling that disallowed 
expenses reimbursed to stockholder-em- 
ployees are dividends entitled to a divi- 
dend-received cfedit (RIA Taxation re- 
port, 11/6/58). When it comes through, 
(we will report it) tax men will study 
the language carefully to see whether it 
will apply to a corporation electing Sub- 
chapter S. There seems to be little logic 
in any argument that the nature of such 
unallowable expense payments is 
changed by a Subchapter S election. * 


insurance premiums 


not dividend to insured employee-stockholder 


btw IRS HAS ANNOUNCED! that it will 
follow the decisions of the United 
States Court of Appeals in the Casale? 
Sanders,3 and Prunier,4 cases. In these 
cases the Commissioner had attempted 
to include in a shareholder’s taxable in- 
come premiums paid by his corporation 
for insurance on the shareholder's life. 
In Casale, the insurance was purchased 
to fund a deferred compensation ar- 
rangement. In Sanders and Prunier the 
insurance was purchased to fund stock- 
retirement agreements between the cor- 
poration and the shareholders. In both 
Sanders and Prunier the shareholders 
had the right to designate the bene- 
ficiaries of the insurance proceeds, but 
this right was conditioned upon the 
transfer of the shareholder’s stock to the 
corporation upon his death. 

The unanimity of the circuits and 
the strength of their opinions makes 
somewhat anticlimactic the IRS an- 
nouncement that it will follow the cases; 
and much of the comment by tax writers 
during the past year and a half now 


by LOUIS MAIER 


seems like “much ado about nothing.” 
However, practitioners should not as- 
sume that TIR-115 means that now any- 
thing goes. Actually, these cases serve as 
signposts pointing the way to sound 
agreements that prevent the Commis- 
sioner from asserting tax liability where 
there should be none. 

One lesson we can draw from these 
cases is that it is extremely important, 
not only that the corporation be the 
sole owner of the policies, but that there 
be no careless words in the stock-pur- 
chase agreement that might be inter- 
preted as giving the stockholders an in- 
terest in the policies. 

One must be sure the corporation re- 
tains all of the legal incidents of owner- 
ship such as: 

a. Right to name or change the bene- 
ficiary. If a shareholder has a right to re- 
quest the naming of a specific bene- 


1 TIR-115, 12/8/58. 

2 Casale, 247 F.2d 440 (2nd Cir. 1957). 

* Sanders v. Fox, 253 F.2d 855 (9th Cir. 1958). 
* Prunier, 248 F.2d 818 (1st Cir. 1957). 
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(Louis Maier, attorney and CLU, is 
associated with the Milwaukee law firm 
of Drought, Grootemaat & Cook, Char- 
tered Life Underwriters.] 





ficiary, it should be conditioned upon 
performance of an act to benefit the 
corporation—such as transfer of stock 
owned by the insured. 

b. Right to surrender the policy for 
its cash value or to borrow on it. 

c. Right to assign the contract to any- 
one or to revoke an assignment. 

d. Right to use dividends. 
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A mere recital that such incidents of 
ownership belong to the corporation is 
not enough if other provisions are incon- 
sistent with such ownership. As pointed 
out in Casale, the real test is, “Can the 
policy or its proceeds be reached by 
corporate creditors?” Unless this is so, 
the recitals will be ineffective. 

The IRS announcement that it will 
follow the courts of appeals’ decisions in 
these cases means only that attorneys 
who draft such agreements carefully can 
be reasonably assured that it is safe to 
fund them with life insurance. * 


Subchapter S election may increase state 


income tax on corporation or stockholders 


by GORDON T. STINE 


If you are considering recommending a Subchapter § election, you will want to 


give consideration to the effect of the election on state income taxes paid by the 


electing corporation and its shareholders. It will probably be some time before 


all the states issue formal rulings; however, Mr. Stine alerts you now to the kind 


of problem you are likely to face. 


UBCHAPTER S, permitting some corpo- 
S rations to elect not to be taxed as 
corporations, but to have the income (or 
loss) reported directly by the share- 
holders, has caused a great outpouring 
of technical comment on the benefits 
that taxpayers expect to obtain. How- 
ever, little has been said about the state 
tax problems that will be created by an 
election under Subchapter S. 

Many states allow a deduction for 
Federal income taxes in arriving at net 
income subject to the state tax. Consider 
first states which have a high rate, but 
halve the tax by the allowance of the 
52%, Federal tax. Hawaii, although not 
a state, is a good example. In Hawaii 
the corporate rate is-10%, but the effec- 
tive rate is only about 5% when com- 
pared with states in which the rate is 
applied to income computed without 
the Federal tax. If an election were 
made under Subchapter S, an Hawaiian 
corporation would have no Federal tax 
to deduct and the effect would be a 
doubling of the state tax on the corpo- 
ration. 

In the states that allow a deduction 
for the Federal income tax, stockholders 
may face difficulty in obtaining a state 
deduction for the Federal tax they will 
pay on the undistributed income of an 
electing corporation. I have seen no 


rulings on the subject, but it has been 
reported that some state tax officials hold 
to the view that the undistributed corpo- 
rate income is not taxable income of the 
stockholder and, therefore, Federal taxes 
paid on it are not deductible. 

Corporations with multistate opera- 
tions and multistate shareholders will 
be faced with the problem of different 
tax treatment by different states. If some 
states adopt legislation permitting a 
Subchapter S election for state taxes 
and some don’t, it would create an im- 
possible situation. If the states that 
choose to conform to the Federal treat- 
ment adopt a means of taxing share- 
holders similar to the existing partner- 
ship rules, some shareholders who have 
never before been subjected to filing 
multistate personal income tax returns 
would then be required to do so. At the 
corporate level, income would, I sup- 
pose, be allocated among the states, pre- 
sumably in accordance with the usual 
apportioning procedures; then a further 
apportionment would be made to the 
shareholders for the purpose of report- 
ing to those states that enact legislation 
conforming to Subchapter S. 

Returning to things as they are, note 
that some of the advantage of the elec- 
tion is lost in states where individual in- 
come tax rates are higher than corpo- 


rate rates. For example, in California 
the top rate on individuals is 6%, 
whereas the corporate rate is ordinarily 
4%. 

There are, doubtless, a great many 
more difficult areas that will arise in the 
field of state taxes in connection with 
this election and the tax practitioner 
will be well advised to give thorough 
consideration to these corollary prob- 
lems if he is to serve his client well. 
Some of the problems facing New York 
corporations were considered in a recent 
issue of the New York CPA (Vol. 28, 
page 825). Oscar Hanigsberg raised the 
question of how electing corporations 
are to compute “entire net income,” the 
figure on which the New York State 
franchise tax on income is computed. 

Mr. Hanigsberg says, “Article 9A deals 
with the franchise tax of business corpo- 
rations. It states: The term ‘entire net 
income’ means total net income from all 
sources, which shall be presumably the 
same as the entire net income which the 
taxpayer is required to report to the 
United States Treasury Department. 

“The franchise tax base is income re- 
quired to be reported by the corporation 
—not income taxed to the corporation. 
The new Federal law states: every elect- 
ing small business corporation shall 
make a return for each taxable year, 
stating specifically the items of the gross 
income and the deductions allowable. 
Since the electing corporation is requir- 
ed to report its net income even though 
it pays no tax, the base for application 
of the franchise tax seems still to exist. 
It appears that the franchise tax will re- 
main undisturbed despite the exercise of 
the Federal election. 

“That shareholders cannot be taxed 
with undistributed income of a corpora- 
tion is clear because there is no pro- 
vision for such taxation under the New 
York State income tax law. 

“Another aspect of the election merits 
consideration,” Mr. Hanigsberg con- 
tinues. “In computing a shareholder’s 
share of undistributed taxable income, 
it is provided that the computation may 
not include any amounts arising from 
years prior to one in which the election 
is not in effect. The result is that, where 
for one reason or another a corporation 
which had previously come under these 
sections ceases to be covered, a share- 
holder cannot freely withdraw earnings 





[Gordon T. Stine, CPA, is manager of 
the Tax Department of Ernst & Ernst, 
Los Angeles.] 
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previously taxed but not distributed to 
him. He must wait until all current 
earnings and corporate surplus have 
been taxed to him as ordinary dividends 
before he can apply distributions to the 
adjusted basis of his stock. It has been 
suggested that the best way to avoid 
this undesirable situation is to distribute 
earnings currently since, in any event, 
the shareholder is being taxed with the 
income. If funds are needed by the cor- 
poration, they may be returned in the 
form of loans which can be repaid when 
funds are available. This may be a solu- 
tion to a Federal problem, but one 
should overlook the state 
tax on the distribution. The income thus 


not income 
distributed, though returned in the form 
of a loan, would be subject to both the 
corporation’s franchise tax and the share- 
holder’s income tax.” 

The position taken by New York is 
that and Massachu- 
sets. Michigan appears to be extending 


also of California 
this same procedure to its tax on intangi- 
bles. At present the only state which has 
indicated that it will follow the Federal 
rule is Alaska, and the Alaskan income 
tax law incorporates, by reference, the 
provisions of the Code, including the 
changes made by the 1958 Act. 

A nice question arises in Connecticut. 





Withdrawal by stockholder a dividend, 
not a loan. A stockholder 
whose net worth was well in excess of 
$1 million withdrew $20,000 from the 
corporation with the consent of the re- 
The 
charged to an account “Due from Stock- 
holders.’”’ No note or other evidence of 
indebtedness was executed, no interest 
was ever paid and no repayment was 
made. The Tax Court held that the 
payment was not a loan, but a distribu- 
tion of profits taxable as a dividend. 
This court affirms. Niederkrome, CA-9, 
11/10/58. 


majority 


maining stockholders. sum was 


*Corporation acquired by new interests 
can carry forward loss of former busi- 
ness. Taxpayer incurred substantial 
losses in 1949, 1950 and 1951 in selling 
home appliances. In 1951, after the ap- 
pliance business had been terminated, a 
partnership dealing in automobiles ac- 
quired a majority of taxpayer’s stock, 
transferred the automobile business to 


taxpayer and changed taxpayer’s name. 


New corporate decisions this month 
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Section 1897 of the Connecticut General 
Statutes exempts from the state Corpora- 
tion Business Tax “companies exempt 
by Federal law . . . from the Federal 
corporation net income tax.” Taken lit- 
erally, this language would render cor- 
porations electing under Subchapter S 
exempt from both state corporate tax 
and from the unincorporated business 
tax, which applies only to individuals, 
fiduciaries, partnerships and associations 
not incorporated. The Connecticut State 
Tax Department, however, has indicated 
that it intends to interpret the phrase 
“exempt by Federal law” to mean exempt 
under Subchapter F (i.e., an “Exempt 
Organization’), and that it plans to re- 
quest legislation to clarify the provisions 
of Section 1897 as it bears on Subchap- 
ter S. 

It seems clear that the election will 
have no effect on the computation of 
California income and franchise taxes. 
The California Franchise Tax Board 
has recently denied that corporate in- 
come taxed to shareholders under Fed- 
eral law will also be taxable to them as 
dividends under California law, even 
though the profits were undistributed. 
California shareholders will be taxed 
only on distributions taxable as divi- 
dends under California law. ; 


Taxpayer claimed a carryforward of its 
losses to 1952 and 1953. The Commis- 
sioner argued that the rule of the Lib- 
son Shop case (353 US 382) would 
deny the loss carryforward because the 
auto business that is here claiming the 
loss carryover had not suffered the loss. 
The court replied that the facts in Lib- 
son were different and, moreover, a foot- 
note to that opinion added that the 
Supreme Court was not passing on situa- 
tions in which a single corporation 
changed the character of its business. 
This court therefore holds Libson inap- 
plicable. Nor is the carryover forbidden 
by Section 129; that section denies an al- 
lowance to a company which acquires 
property or control for the principal 
purpose of avoiding tax by. securing the 
credit or allowance. The taxpayer here 
acquired nothing. The Tax Court thus 
adheres to its comment on the applica- 
tion of Section 129 made in Alprosa 
Watch (11 TC 240) where, however, it 
was dictum since Section 129 was not 
applicable to the year there in issue. 


[While the 1954 Code provides specific 
rules governing the carryover or carry- 
back of operating losses upon change in 
control of a corporation, Section 129 
(Section 269 of the 1954 Code) is still ap- 
plicable to situations not -specifically 
covered by the statute.—Ed.] British 
Motor Car Distributors, Ltd., 31 TC No. 
44. 


*Post-liquidation loss carried back 
against subsidiary’s income. Taxpayer 
incurred a net operating loss in 1947 
in its plastics division, formerly con- 
ducted by a wholly owned subsidiary 
liquidated into taxpayer early in 1947. 
The district court refused to allow a 
carryback of this loss against the sub- 
sidiary’s pre-liquidation income. This 
court permits it. Although the subsidiary 
thus permitted to use the carryback is 
not the legal entity which suffered the 
1947 loss, the Supreme Court had in- 
dicated by its decision in Libson Shops 
(353 U.S. 382) that the legal entity test is 
improper. Libson was denied the carry- 
over of pre-merger losses against income 
earned post-merger by other compon- 
ents, on the ground that only the busi- 
ness which suffered the loss could use 
the carryover. Turning, therefore, to the 
question whether the liquidation of the 
subsidiary is a bar to the carryback, the 
court holds that it was the intent of Con- 
gress that a tax-free liquidation of a sub- 
sidiary is not a bar to the carryback of a 
loss suffered by the same business. Don- 
ovan, CA-1, 11/21/58. 


No income to stockholder-lessor when 
corporation erects buildings on her land 
[Acquiescence]. Taxpayer was a princi- 
pal stockholder and chief financial 
backer of a machinery manufacturing 
company which had used some land 
adjacent to its buildings. She bought 
that land from third parties for $8,000 
and leased it in 1946 to the corporation 
for six years. The corporation erected 
buildings at a cost of $21,000. Under the 
lease, the buildings would revert to her 
at the end of six years and the corpo- 
ration would pay taxes and mainten- 
ance but no other “rent.” The Commis- 
sioner computed the value as of 1946 of 
the reversion of the buildings after six 
years as about $15,000 and treated it as 
income to her. In the alternative, he 
also-claimed that the value of the build- 
ings in 1952 ($18,000) was income then. 
The Tax Court held she realized income 
in neither year because the parties never 
intended the reversion of the buildings 
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to be rent. The court reviewed cases on 
lessor’s income from lease improvements 
and concluded that, under the Code, the 
improvements are income only if the 
parties intend them to be rent. It ac- 
cepted the taxpayer’s testimony that the 
buildings would be useful to no other 
company and that she would have re- 
quired their removal had she been deal- 
ing with a stranger. Under these cir- 
cumstances, there was no intent to pay 
rent in the form of improvements. 
Cunningham, 28 TC 670, acq., IRB 
1958-46, previous non-acquiescence with- 


drawn. 


Loans to unrelated business justify 
penalty on surplus. Taxpayer was in the 
business of engine rebuilding, but the 
whole industry was declining. After con- 
siderable investigation of possible new 
lines, it made large loans to a television 
production company. The taxpayer is 
held subject to the penalty surtax for 
accumulating earnings and _ profits 
beyond the reasonable needs of the busi- 
ness. Its contention that the funds were 
needed to engage in a new business and 
were in fact so used is not sustained. 
The mere lending or investment of 
money with no participation in manage- 
ment or in losses beyond its invested 
principal cannot be considered a “busi- 
ness.” Automotive Rebuilding Co., TCM 
1958-197. 


*Section 531 statement didn’t shift bur- 
den of proof; not enough facts. The 
Dixie Hotel in New York’s Times Square 
area never paid dividends; it had an 
accumulated surplus of about $700,000 
at the end of the year 1952. The court 
found that the burden of proof was on 
the taxpayer because the statement it 
filed attempting to shift it gave merely 
the grounds which it urged would justify 
the accumulation, but did not give suffi- 
cient facts to prove the reasonableness 
of the accumulation. Penalty tax is up- 
held. Dixie, Inc., 31 TC No. 42. 


Withdrawals, if from earnings, taxed 
as dividends [Acquiescence]. Taxpayer 
withdrew money from a corporation 
which she controlled as administratrix 
and sole heir of her father. The money 
was entered on the books as open-ac- 
count loans and was in excess of the 
earnings and profits of the corporation. 
The court held the withdrawals were 
not loans, but were dividends to the 
extent of earnings and profits. The court 
found that the stockholder had no in- 
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tention of repaying the withdrawals. 
That. the withdrawals were dispropor- 
tionate to her personal interest in the 
corporation was unimportant since she 
controlled the corporation. Nor did the 
fact that the sum of the withdrawals ex- 
ceeded the earnings and profits preclude 
treatment of the payments as dividends 
to the extent of earnings. Roschuni, 29 
TC 1193, acq., IRB 1958-41. 


Cancellation of stockholder’s debt is 
dividend [Certiorari denied]. Taxpayer, 
who owned substantially all the stock 
of a corporation, agreed on February 10, 
1948, to sell the stock for $4 million 
minus net current liabilities as shown 
on the books on February 28, 1948. Some 
time between those dates, the corpora- 
tion canceled taxpayer’s debt to it of 
about $34,000. The corporation and tax- 
payer originally treated the cancellation 
as a dividend. Taxpayer here argued 
that the cancellation resulted merely in 
a decrease of his sale price for the stock; 
the result was the same as if he had re- 
ceived a larger price (because the ac- 
count was still a current asset of the 
corporation) and then had paid the 
debt. Thus he argued that the forgive- 
ness was part of the purchase price of 
the stock and as such was capital gain. 
This was the result the Tax Court 
reached in 20 TC 505, but the Fifth 
Circuit remanded to determine the date 
of cancellation. The Tax Court then 
found it occurred before February 29, 
while taxpayer was a stockholder; there- 
fore, it was a dividend, nor could the 
cancellation qualify as a distribution 
from a depletion reserve because there 
were sufficient earnings and profits in 
the taxable year to cover the amount of 
the canceled debt. The Fifth Circuit 
affirmed. Wilson, Jr., cert. den., 11/17/ 
58. 


No business purpose for acquiring loss 
subsidiaries; can’t consolidate them. 
Taxpayer filed consolidated returns for 
1951-1953 with two wholly-owned sub- 
sidiaries, acquired in 1950, which oper- 
ated FHA housing projects at a loss. 
The Tax Court held that, because the 
acquisition lacked business purpose, 
there was no right to file consolidated 
returns (Spreckels, 41 BTA 370), and 
further that the consolidation was a 
benefit forbidden under Section 129 be- 
cause the acquisitions had as their prin- 
cipal purpose the avoidance of Federal 
tax. The court found that the taxpayer 
had no reasonable expectation of operat- 





xkkindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 











ing the subsidiaries at a profit, but that 
it did expect to show profits itself and, 
therefore, to be able to use the sub- 
sidiary’s losses. This court affirms. Elko 
Realty Co., CA-3, 11/17/58. 


Service contract specified stockholder as 
performer; PHC tax applied. 96%, of 
taxpayer's stock was owned by its chief 
executive, an engineer of long exper- 
ience. In the years at issue, over 80% 
of the corporation’s income came from 
two contracts which the Commissioner 
asserted were “personal service con- 
tracts” because the services of the stock- 
holder either were required by the con- 
tract or could be demanded by the 
client. Consequently, the Commissioner 
found the taxpayer to be a personal 
holding company. As to one contract, a 
letter from a client to taxpayer, the 
court finds the reference to “you” in 
specifying the service to be performed 
refers to the addressee, the taxpayer, not 
the stockholder. However, the other, a 
formal contract, although between tax- 
payer and the client, gave the client the 
right to cancel should the stockholder 
cease to control it or to direct its activi- 
ties. It was, therefore, a personal service 
contract, and income from it was per- 
sonal holding company income. Allen 
Machinery Corp., 31 TC No. 45. 


Market value determined by discount- 
ing selling price. At issue was the fair 
market value of an inventory of finished 
goods at the date of liquidation of a 
corporation. This inventory was trans- 
ferred by taxpayers to.a partnership, 
and it became the opening partnership 
inventory. The Revenue Agent gave the 
inventory a market value equal to cost 
to the corporation. Taxpayers showed, 
however, that the goods were unique 
and could not be replaced readily at 
these costs. They convinced the court 
that their selling price, reduced by dis- 
counts and selling expense, was more 
representative of market value. [Under 
the 1954 Code, if the corporation being 
liquidated is collapsible, then the gain 
on inventories may be taxed as ordin- 
ary income to the stockholders upon 
their sale of the goods.—Ed.] Berg, DC 
Wisc., 10/30/58. 
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Proposed Regs. put wrong-basis taxpayers 


on last lap of confused, expensive course 


by GEORGE F. SHANNON 


The long-overdue Proposed Regulations under Section 481, now that they are 


published, do little to clarify the problems of the taxpayer wrying ta elect a 


proper method of accounting. Those with inventories who have been reporting 


on the cash basis, those who were compelled by the Commissioner to change to the 


accrual basis, those who changed to the accrual basis of their own accord without 


requesting permission and those who wish to return to the cash basis will greet 


the Regulations with equal dismay, confusion and dissatisfaction. Mr. Shannon 


tells us what the Regulations say, what the implications are, and how they will 


affect taxpayers adversely. His views should provide tax men with much ammuni- 


tion if public hearings are forthcoming. 


eee LATE (BY ABOUT FOUR YEARS) la- 
mented (a lament they certainly de- 
serve) Regulations under Section 481 of 
the 1954 Code, as amended by Section 
29 of the Technical Amendments Act of 
1958, have finally been proposed and 
were published in the Federal Register 
on December 8, 1958. As is customary, 
the Regulations are tentative, and a 
30-day period was allowed for submis- 
sion of comments and suggestions and 
for requesting an opportunity to appear 
at a public hearing on them. 

The Regulations are lengthy (more 
than 8,000 words) and, as so often seems 
to be the case in Regulations writing, 
are specific on the obvious and vague on 
the are, at best, 
appointing both technically and as tax 


obscure. They dis- 
literature, particularly since they have 
been 
preparation, more: than four years. If 


under consideration, if not in 


any use was made of the voluminous 
pertinent information accumulated over 
this period from taxpayers’ inquiries, 
routine examinations and other sources, 
it is not apparent in the proposed Regu- 
lations. Excepting the portions based on 
Section 29 of the 1958 Act, there is 
nothing in the Regulations which could 
not have been written and published 
four years ago. There are two revenue- 


raising reasons why they weren’t. One 


is that many cash-basis-with-inventories 
taxpayers would have realized tax sav- 
ings now not available to them; and 
the other, to obtain time needed to tax, 
by retroactive legislation, the net adjust- 
ments of those who, without permission, 
had changed to the accrual basis of ac- 
counting. 


Taxpayers continuing on the cash basis 


Buried in the proposed Regulations’ 
complex of rules, examples, and circum- 
locutions, are 170 words (Sec. 1.481-3) 
which comprise almost their entire com- 
ment on 1939-Code-year adjustments of 
taxpayers inventories who 
continued to file cash-basis returns. The 
section is quoted below: 

“Adjustments attributable to pre-1954- 

Code years where change was not in- 
itiated by the taxpayer.—If the adjust- 
ments required by Section 481(a) and 
Section 1.481-1 attributable to a 
change in method of accounting which 
was not initiated by the taxpayer, no 
portion of any adjustments which is at- 
tributable to pre-1954-Code years shall 
be taken into account in computing tax- 
able income. For example, if the total 
adjustments in the case of a change in 
method of accounting which is not in- 
itiated by the taxpayer amount to 
$10,000, of which $4,000 is attributable 


with have 


are 


to pre-1954-Code years, only $6,000 of 
the $10,000 total adjustments is required 
to be taken into account under Section 
481 in computing taxable income. The 
portion of the adjustments which is at- 
tributable to pre-1954-Code years is the 
net amount of the adjustments which 
would have been required if the tax- 
payer had changed his method of ac- 
counting in his first taxable year which 
began after December 31, 1953, and 
ended after August 16, 1954. See Sec- 
tion 481(b)(4)(A).” 

Assume, for example, Company A 
which had a net adjustment of $50,000 
as of December 3}, 1953, (close of its 
final 1939 Code year) and one of $80,- 
000 as of January 1, 1958, (when re- 
quired by the Commissioner to change 
to the accrual basis). Based on the above 
quotation, it appears that the $50,000 
should not be taken into account in 
1958 since “attributable to pre-1954-Code 
years” and “the net amount of the ad- 
justments which would have been re- 
quired if the taxpayer had changed his 
method of accounting in his first tax- 
able year which began after December 
$1, 1955...” 

This interpretation is based on what 
has been called “the fund of untaxable 
income” theory. The Commissioner’s is 
based on what has been called “the 
specific item” theory. The IRS calcu- 
lation is explained in Paragraph(c)(3) 
of proposed Regulations Section 1.481-1 
and is as follows: “1.481-1. Adjustments 
in general— .. .(c) ... (3) If the 
change in method of accounting is not 
voluntary (that is, not initiated by 
the taxpayer), then only the adjust- 
ments required by Section 481(a) which 
are attributable to taxable years sub- 
ject to the Internal Revenue Code of 
1954 are taken into account in comput- 
ing taxable income for the taxable year 
of the change. . .” 

A single application of this interpre- 
tation appears in the proposed Regula- 
tions, and that merely as one of the fac- 
tors in the first example under proposed 
Section 1.481-2, which discusses the 
limitations on tax resulting from net ad- 
justments. It concerns a cash-basis tax- 
payer required by the Commissioner to 
change to the accrual basis as of January 
1, 1958, when his inventory was $11,000. 
At that time, the example states, $9,000 
of this inventory “had been included in 
the cost of goods sold and claimed as a 
deduction for the taxable years 1954 
through 1957; the remaining $2,000 had 
been so accounted for in pre-1954-Code 
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years.” The tax consequences, according 
to this example, are as follows: 

“. . . In order to prevent the same 
item from reducing taxable income 
twice, an adjustment of $9,000 must be 
made to the taxable income of 1958 
under the provisions of Section 481(a) 
and Section 1.481-1. Since the change 
in method of accounting was not in- 
itiated by the taxpayer, the $2,000 of 
opening inventory which had been in- 
cluded in cost of goods sold in pre-1954- 
Code years is not taken into ac- 
count...” This so-called “specific items” 
treatment has some support in the Sen- 
ate Finance Committee’s report on Sec- 
tion 481 as then enacted. Two brief 
quotations indicative of this support 
follow: 

“.. . No part of the transitional ad- 
justments will be based on items that 
were, or should have been, under the 
proper method of accounting, taken into 
account as an income-producing factor 
for taxable years to which subtitle A of 
the 1954 Code does not apply .. .” 

“. . . If there is a change in method 
of accounting, . . . adjustments must 
be made in order that every item of 
gross income or deduction is taken into 
account and that none are omitted. At 
the same time no item is to affect the 
computation of taxable income more 
than once. .. .” 

The example cited above also derives 
authority from one in the report where, 
on similar facts, $1,000 of a $2,500 open- 
ing (year-of-change) inventory was not 
taken into account because it “had been 
deducted under the cash method, in 
years prior to 1954...” 

Furthermore, the Commissioner’s in- 
terpretation appears consistent with the 
known intent of Section 481, which is 
to include in income the net adjust- 
ments of all taxpayers, whether volun- 
tarily or involuntarily converted, arising 
in 1954-Code years. This purpose is 
plainly stated in the Senate Finance 
Committee’s report, particularly in its 
“General Statement,” an excerpt from 
which follows: “ . The transitional 
adjustments in all future changes under 
your committee’s bill will be those re- 
sulting from a change in accounting 
method determined (under the facts) to 
be necessary to adjust for erroneous 
treatment of items subsequent to 1953.” 
If the “fund of untaxable income” con- 
cept, exemplified by the Company A 
illustration above, were to prevail, this 
intent would be defeated to the extent 
that pre-1954-Code year items were not 
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included in the year-of-change net ad- 
justment. For instance, if only $10,000 
of A’s $50,000 December 31, 1953, net 
adjustment were on its books as of 
January 1, 1958, the other $40,000 
would, in effect, cancel an equivalent 
amount of net adjustment arising in 
1954-Code years. If A’s net adjustment 
had decreased from $50,000 to $15,000 
as of January 1, 1958, under the fund 
concept, logically applied, the exclusion 
from income would be not only the net 
adjustment as of the beginning of the 
year-of-change, i.e., $15,000, but also 
the first $35,000 of net income earned on 
and after that date. 


Experience favors specific-item concept 

Practical tax experience also indi- 
cates that the “specific items” interpre- 
tation is correct. If the Commissioner 
were not certain of it, Section 29 of the 
1958 Act would not have been directed 
exclusively at taxpayers who changed 
accounting basis without permission. It 
would, in addition, have included pro- 
visions stating that the net adjustments 
of all taxpayers, whether voluntarily or 
involuntarily converted, arising in 1954- 
Code years must be taken into account 
in determining the year-of-change tax- 
able income. Such provisions were un- 
necessary, however, not only because of 
the letter and intent of Section 481, but 
also because substantially all the 1939- 
Code year net adjustments of taxpayers 
(other than those who had changed with- 
out permission) had been included in 
the income of 1954-Code years through 
the normal operations of business and 
the cash basis of accounting. Neverthe- 
iess, the proposed Regulations’ inade- 
quate explanation of the “specific items” 
interpretation and omission from them 
of any mention of the “fund of untax- 
able income” concept undoubtedly will 
encourage many taxpayers to believe 
that net adjustments as of the close of 
final 1939-Code years will offset equiva- 
lent amounts of 1954-Code years’ income 
when change to the accrual basis is re- 
quired by the Commissioner. The cer- 
tainty of litigation on this issue is ap- 
parent. 


Limitation on tax 


If brevity and inconclusiveness prop- 
erly describe proposed Regulations Sec- 
tion 1.481-3, discussed above, verbosity 
and precision characterize Section 1.481- 
2, which explains the limitations on tax 
in Section 481(b) of the 1954 Code, as 
amended by Section 29 of the 1958 Act. 


[George F. Shannon is a CPA and a part- 
ner in the Worcester, Massachusetts, firm 
of Tupper, Moore & Co.]} 





Approximately 3,500 words in length 
and replete with examples, this section 
describes the procedures by which taxes 
attributable to 1954-Code year net ad- 
justments are to be computed, except 
those of $3,000 or less (which are to be 
taken into account in the year-of- 
change). The section also includes pro- 
visions taxing the pre-1954-Code year 
net adjustments (in excess of $3,000) of 
taxpayers who changed accounting basis 
without permission. The two alternative 
limitations on taxes resulting from 1954- 
Code year net adjustments are compre- 
hensively described and exemplified in 
the proposed Regulations. The first (Sec- 
tion 481(b)(1)) is a simple ratable alloca- 
tion of the net adjustment to the year- 
of-change and the immediately preced- 
ing two years, whether or not applicable 
to them, but its availability is condi- 
tioned on the use of the former (i.e., 
cash-basis) method of accounting during 
those two years. Ordinarily, the tax at- 
tributable to the net adjustment is the 
excess of the total tax for the three 
years computed on net income including 
the allocations over that without it. 

Use of the Section 481(b)(2) alterna- 
tive limitation is restricted to taxpayers 
who can establish what their taxable in- 
come would have been under the new 
(accrual-basis) accounting method for 
one or more consecutive years preceding 
the year of change. Those who can may 
determine the tax on the net adjustment 
as follows: 

1. Compute the accrual-basis tax for 
aS many consecutive years (including 
1939-Code years, if necessary) preceding 
the year-of-change as are required to 
absorb the entire net adjustment. If 
this is impossible, the accrual-basis tax 
may be computed for as many of these 
years as information is available, with 
the balance of the net adjustment’s 
being included in the year-of-change in- 
come. 

2. The tax on the net adjustment will 
be the excess of the total accrual-basis 
taxes so computed over the total taxes 
for the same years computed on the for- 
mer (cash) basis. 

For example, Company B, which 
began business in 1950, was compelled 
by the Commissioner to change to the 
accrual basis as of January 1, 1958, when 
its net adjustment was $35,000. Although 
it had always filed cash-basis returns, its 
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books had, since inception, been kept 
on the accrual basis. Assuming none of 
the items comprising its December 31, 
1953, net adjustment were still on the 
books, Company B would compute its 
Section 481(b)(2) limitation by (a) re- 
computing its taxes on the accrual basis 
for 1958 and as many consecutively 
prior years as were necessary to absorb 
the entire net adjustment, and (b) as- 
certaining the excess of the accrual over 
cash-basis taxes for those years. 

In both alternative limitation calcula- 
tions, increases or decreases in the tax 
for taxable years to which no adjustment 
taken into account in 
some cases. These are instances in which 


is allocated are 


a net operating loss or capital loss carry- 
over is “determined with reference to 
taxable years to which adjustments are 
The 


conditions 


increases or decreases 
are limited to 
which the tax for the 
years to which no adjustment is allocated 


allocated.” 
under these 


the extent to 


is affected by the net operating loss or 
capital loss carryover. An ilkustration of 
the operation of this rule appears in 
Example (4) of the proposed Regula- 
tions Section 1.481-2. It assumes, ’ for 
1955, a cash-basis loss of $5,000 and an 
accrual-basis profit of $1,000, with the 
loss carried back to 1953 and 1954 in 
the amounts of $2,000 and $3,000, re- 
spectively. In calculating the tax on the 
net adjustment, that for 1955 is based 
on the accrual-basis profit of $1,000, but 
the $2,000 and $3,000 carrybacks also are 
included in the adjustment. 1955 was a 
year to which 
located, but 


adjustments were al- 
1952 and 1953 were not. 
The procedure in the example cited 
forestalls a potential double deduction 
of the $5,000 cash-basis loss, that is, as 
an offset to an equivalent amount of 
accrual-basis net income and as a Carry- 
back to prior (cash-basis)years. 

The proposed Regulations stress that 
the taxable income and taxes of years 
prior to that of change are employed in 
the alternative limitation computations 
merely as factors in formulae. The tax 
on the net adjustment for 1954-Code 
years, by whatever method calculated, 
must be paid as part of that for the year- 
of-change, and will be the smallest of 
the following amounts (assumed both 
Section 481(b)(1) and (2) limitations are 
applicable): 

1. That resulting from taxing the en- 
tire net adjustment in the 
change; 

2. That determined by allocating the 
net adjustment ratably over the year-of- 


year-of- 
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change and the two immediately preced- 
ing years; and 

3. That ascertained by recomputing 
on the accrual basis the taxes for one or 
more consecutive years immediately pre- 
ceding the year-of-change, with any por- 
tion of the net adjustment not so al- 
located included in the year-of-change 
income. 

There is one exception to the rule 
that the tax on net adjustments originat- 
ing in 1954-Code years must be paid as 
part of that for the year-of-change. It 
appears in Section 481(c) of the Code, 
which states that the net adjustment may 
be taken into account “in such man- 
ner and subject to such conditions as 
the Secretary or his delegate may by 
regulations prescribe . . .” These condi- 
tions appear in Section 1.481-5 of the 
proposed Regulations and are more 
dificult to comply with than appears 
necessary. An excerpt from the section 
follows: 

Requests for approval of a 
method of allocation differing from 
those described in Section 481(b) shall 
be addressed to the Commissioner of In- 
ternal Revenue, Attention T:R, Wash- 
ington 25, D.C. and shall set forth in 
detail the facts and circumstances upon 
which the taxpayer bases his request. 
Permission will be granted only if the 
taxpayer and the Commissioner agree 
to the terms and conditions under which 
the allocation is to be effected. .. .” 


Change initiated by taxpayer 

Section 1.481-4 of the proposed Regu- 
lations implements much of Section 29 
of the Technical Amendments Act of 
1958. This section, a classic demonstra- 
tion of the sundering of morality from 
taxation, retroactively amends Section 
481 as enacted in 1954 and, where neces- 
sary to accomplish its purposes, reopens 
years closed by operation of the statute 
of limitations. Chief among these pur- 
poses is an intent to tax the net ad- 
justments as of the beginning of their 
first 1954-Code years of taxpayers who 
changed accounting basis (from cash to 
accrual) without obtaining the Commis- 
sioner’s prior consent. Net adjustments 
of $3,000 or less are excluded from the 
section’s coverage, and are also exempt 
from tax under the General Rule of Sec- 
tion 481l(a), even as amended, since 
originating in years to which the section 
does not apply. 

Section 29, now largely subsections (b) 
(4), (b)(5) and (b)(6) of Code Section 
481, is not applicable to net adjustments 


attributable to 1954-Code years. For ex- 
ample, assume Company B, a cash-basis 
calendar-year taxpayer, of its own voli- 
tion and without permission changed its 
accounting basis to the accrual method 
as of January 1, 1955. If its net adjust- 
ment were $15,000 as of December 31, 
1953, and $20,000 a year later, at the 
beginning of the year-of-change, only 
$15,000 is subject to Section 29. The 
$5,000 originating in 1954 is taken into 
account in accordance with the alterna- 
tive limitation provisions of Code Sec- 
tion 481(b)(1) and (2). If the net adjust- 
ment had decreased, say, from $15,000 
to $5,000, the lesser amount ($5,000) 
would be taken into account under the 
provisions of Section 29 of the 1958 Act. 

The general rule for including Sec- 
tion 29 (pre-1954-Code year) net adjust- 
ments in taxablé*income is to add one- 
tenth to the income of each of the 10 
years beginning with the year-of-change. 
There are two alternatives available to 
qualifying taxpayers, however. One is 
applicable only to taxable years ending 
before January 1, 1958, and is similar 
to the general rule except that the 10- 
year period commences with the first 
taxable year beginning after December 
31, 1957. The other (Section 481(b)(6)), 
also elective, provides that the Section 
29 net adjustment may be taken into ac- 
count in accordance with the alternative 
limitations of Section 481(b)(1) and (2), 
discussed above. If either the general 
rule or the elective 10-year period is 
adopted and the statute of limitations 
has operated to bar additional assess- 
ments for the year-of-change (and pos- 
sibly later years), as now would be the 
case for 1954 at least, the 10-year period 
is shortened by the number of barred 
years. If 1954 only, nine-tenths of the 
pre-1954-Code year net adjustment is 
taken into account; eight-tenths if the 
statute has operated on two years, and 
so on. The statute forbids assessment 
of tax based on these outlawed tenths, 
but does not apply to entire net adjust- 
ments even though made in what, for 
all other tax purposes, are closed years. 
Taxpayers electing Section 481(b)(1) and 
(2) must include in income their entire 
beginning of year-of-change net adjust- 
ments, even if the period to which al- 
located includes one or more closed 
years. 

Those who elect either the 10-year 
period commencing with the first tax- 
able year beginning after December 31, 
1957, or the Section 481(b)(1) and (2) al- 
ternative limitations, must so notify the 
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District Director in whose office the 
year-of-change return was filed. The 
latest permissible notification date is 
90 days after publication in the Federal 
Register of final Regulations under Sec- 
tion 481. Nothing is said in the proposed 
Regulations as to the procedure to be 
followed by taxpayers commencing the 
10-year period with the year-of-change. 
Scrupulous taxpayers undoubtedly will 
file amended returns for years still open 
and will include one-tenth of the Sec- 
tion 29 net adjustment in the income of 
each. Others will do nothing on the 
theory that the returns filed were in ac- 
cordance with Section 481 as then con- 
stituted and that the Commissioner has 
the burden of enforcing its retroactive 
provisions, which were enacted by Con- 
gress at his suggestion. In such cases, 
enforcement is delayed, other 
tenths of the Section 29-net-adjustment 
will be outlawed by the Statute and, 
when the year-of-change return is not 
examined, often none of the adjustment 
will ever be included in taxable income. 


where 


The 10-year period terminates and 
the balance of the Section 29-net-adjust- 
ment is taken into account in the year 
a change in tax status occurs. This rule 
applies, for instance, when an individual 
taxpayer dies or retires, when a part- 
ner withdraws his entire interest or a 
partnership terminates and, ordinarily, 
when a corporation ceases to engage in 
Both 10-year periods are ap- 
plicable only to pre-1954-Code year ad- 
justments arising from changes in ac- 
counting methods made in taxable years 
beginning before January 1, 1963. Later 
such adjustments, like 1954-Code year 
net adjustments, must be taken into ac- 
count in accordance with the Section 
481(b)(1) and (2) alternatives. The pro- 
visions of Section 29 relating to pre-1954- 
Code year net adjustments do not apply 
if, before September 2, 1958, the tax- 
payer has applied for a change in ac- 
counting method and has agreed upon 
its terms with the Commisisoner. 


business. 


Adjustments on behalf of decedents 


Proposed Regulation 1.481-4 also in- 
cludes an extraordinarily obscure rule 
regarding the pre-1954-Code year net ad- 
justments of certain decedents. It ap- 
plies to changes from cash to accrual, 
where inventories are involved, made 
after August 16, 1954, and before Jan- 
uary 1, 1958, by the executor or adminis- 
trator in the first return filed on behalf 
of the decedent. It states that the tax 
applicable to such pre-1954-Code year 
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net adjustments: “. . . shall not exceed 
an amount equal to the tax that would 
have been payable on the cash receipts 
and disbursements method for the years 
for which the executor or administrator 
filed income tax returns on behalf of 
the decedent, computed for each such 
year as though a ratable portion of the 
taxable income for such year had been 
received in each of the 10 taxable years 
beginning and ending on the same dates 
as the taxable year for which the tax 
is being computed.” This masterpiece of 
incomprehensibility is not explained by 
example or otherwise, and is taken ver- 
batim from Section 481(b)(5), as amend- 
ed. The Regulations do not state why 
this highly specialized rule appears in 
a section otherwise very general, which 
omission, conjointly with the complexity 
of the formula, appears certain to arouse 
the curiosity of many tax practitioners. 

Section 29(e) of the Technical Amend- 
ments Act of 1958 is incorporated ver- 
batim into proposed Regulations 1.481-6. 
It states the conditions under which 
taxpayers who changed accounting basis 
on their own volition and without per- 
mission may return to the cash basis. 
These conditions apply to taxpayers 
who, for any taxable year beginning 
after December 31, 1953, and ending 
after August 16, 1954, (but before Sep- 
tember 2, 1958) computed taxable in- 
come under an accounting method dif- 
ferent from that used for the immediate- 
ly preceding year. These taxpayers may 
elect to return to the former (cash-basis) 
method beginning with the first year 
in which the new (accrual) basis was 
used. 

Elections to revert must be filed on or 
before March 2, 1959, with the District 
Director in whose office the year-of- 
change return was filed and must be 
supplemented with amended returns for 
all years for which the new (accrual) 
method was used. Any of these years 
closed by operation of the statute of 
limitations is reopened for assessment of 
deficiencies and allowance of refunds if 
made within one year from the election 
date. An election to revert may not be 
made by a taxpayer who either has 
agreed with the Commissioner as to the 
terms of a change to the accrual basis, 
or who has been required by the Com- 
missioner or District Director to change 
his method of accounting. 

Reverting taxpayers will attain a tax 
status similar to that of those who con- 
tinued to file cash-basis returns, that is, 
their entire net adjustments at the be- 
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ginning of the year-of-change will be 
taken into account except portions ap- 
plicable to pre-1954-Code years. In this 
respect, their position will be superior 
to that of taxpayers who changed with- 
out permission and did not revert, none 
of whose net adjustments where in ex- 
cess of $3,000 (except the tenths out- 
lawed by the statute) will be excluded 
from taxable income. Nevertheless, many 
taxpayers will decide against reversion, 
relying upon enforcement difficulties 
previously mentioned. They will do 
nothing and hope that their year-of- 
change returns have been accepted as 
filed, or, as a minimum, that more 
tenths of their pre-1954-Code year net 
adjustments will be outlawed before the 
day of reckoning arrives. w 


IRS attacks sale of contract 
to achieve spreadback 


WHEN A COMPENSATION contract produces 
most of its*income in one“fear, but 
threatens to pay out fairly small amounts 
for a long period, the taxpayer may be 
very anxious to cut off that tail so as 
to be sure he can qualify the year of 
the large receipt for spreadback under 
Section 1301. That section contains a 
limitation that 80% of the gross com- 
pensation from the otherwise-qualified 
36-month employment be received in 
one year. There have been a number of 
cases litigating the tax effect of a gift 
of the contract made at the time when 
the donor is coming close to the 80% 
mark. A case now on the Tax Court 
docket may give tax men the answer to 
whether a sale of such a contract may 
provide a safe way to qualify for 1301. 
The attorney who negotiated the pro- 
duction of “The Glenn Miller Story” 
cut off the tail by a sale of his rights to 
his stepson, and the Commissioner is 
taking the position that the sales price 
is ordinary income to him and that he is 
taxable on the amounts later collected by 
the stepson. (Mackay, Docket No. 73820). 
After Glenn Miller, the late orchestra 
leader, lost his life during the Second 
World War, Mr. Mackay, an attorney, 
entered into-an«arrangement~with: Mrs. 
Miller which authorized him to arrange 
for the production and release of a mo- 
tion picture depicting her husband’s 
life. Mackay was to receive 14 of the 
money Mrs. Miller obtained as compen- 
sation for his services. In 1951 Universal 
Pictures agreed to produce the film, and 
Mrs. Miller executed a written assign- 
ment to Mackay of 1% of the considera- 
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tion to be paid her. Mackay’s share of 
the proceeds amounted to $16,666.66 in 
1953, $135,445.45 in 1954 and $15,400.83 
for the period from January 1 to June 
8, 1955. Unaware at that time of how 
much more money he could expect from 
the source, and wishing to avail himself 
of the income-spreading provisions of 
Section 1301, Mackay in June of 1955 
assigned the contract to his stepson for 
$5,000.. The stepson subsequently re- 
ceived $14,883.34 under the agreement. 

Mackay reported the $5,000 as capital 
gain from the sale of “contract for in- 
terest in proceeds of motion picture, 
‘Glenn Miller Story.’” The Commis- 
sioner is not only only contending that 
the $5,000 is ordinary income, but that 
the $14,883.34 which the stepson re- 
ceived should be included in the tax- 
payer’s income. 

The law seems firmly established that 
property received for services rendered 
or to be rendered (the value of which 
cannot be determined) results in ordin- 
ary income when converted into cash. 
This principle was lucidly applied by 
the Tax Court in Herman Shumlin, 16 
TC 407, which involved the assignment 
by a theatrical producer of his percent- 
age interest in certain motion picture 
rights, which the taxpayer had originally 
received as compensation for producing 
the play on Broadway. The court held 
that Shumlin’s releasing of his rights to 
a motion picture company in exchange 
for cash was not the sale of a capital 
asset. The conversion of future percent- 
age payments into a lump sum did not 
deprive the transaction of its basic charc- 
ter, in that Shumlin’s right to share in 
the proceeds of the motion picture was 
attributable to his contribution of serv- 
ices in producing the show. An identical 
conclusion on parallel facts was reached 
in Lasky, 22 TC 13. 

In the Pat O’Brien case (25 TC 376), 
the court granted capital-gain treatment 
to a dealer in motion picture stories who 
initially sold a story for a 5% interest in 
the net profits of the film to be pro- 
duced from it and later sold the 5% 
interest for $20,000. As regards this 
aspect of.the case, the Commissioner non- 
acquiesced. A comparable issue was re- 
solved in favor of the Commissioner in 
Sorenson (22 TC 321), in which an 
automobile executive was denied capital- 
gain treatment on the sale of stock 
options on the ground that they were 
given to him as compensation for serv- 
ives. 

As regards the anticipatory assignment 








**jndicates a case or ruling of 
unusual importance. 


*indicates a case or ruling 
having some novelty or un- 
usual interest. 











issue, the leading case in the area in) 
volves a gift, whereas Mackay claims his” 
transaction was a sale. In Strauss, 168) 
F.2d 441 (2nd Cir.) the former chairman 
of the Atomic Energy Commission ren- 
dered personal services in connection 
with financing the “Kodachrome” process 
and received in return a percentage of | 
the royalties on the process. Subsequent: | 
ly Mr. Strauss assigned this interest to | 
his wife. The~court held that, since tax- 7 
payer did not own any part of the} 
process and had no control over its use, 
he could assign income only, and not 
an income-producing asset. The royal-| 
ties, therefore, were taxable income to f 
him, and not to his wife, since the assign- | 
ment of income or a right to income | 
does not relieve the assignor of the tax 7 
burden. 
It would appear that the pivotal point 
with respect to the anticipatory assign- ~ 
ment issue is whether the contract was 
sold to taxpayer’s stepson for a bona / 
fide consideration. If any gift was in- J 
tended, it would follow that a portion | 
of the receipts was anticipatorily as 
signed. However, if the sale was bona 
fide, the taxpayer should prevail on this 
point. x 


Texas CPAs offer tax 
course, film 


A course in “Teaching Taxes,” designed 
to provide the next generation of tax- 


payers with a better understanding of F 


the tax structure and the preparation of 
tax returns, is being offered to high 
schools and colleges in Texas by the 













Regional Office of the IRS, the Junior 
Chamber of Commerce and the Texas 
Society of CPAs. Members of the society 
are being urged to call on the schools 
and offer assistance in inaugurating a 
tax course or incorporating the material 
into existent civics or history courses. 
A 28-minute kinephoto TV film on in- 
cqme taxes as they apply to residents of 
Texas is also being offered to local TV 
stations by the University of Texas De- 
partment of Accounting in co-operation 
with the Texas Society of CPAs. * 
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NEW DEVELOPMENTS IN 


Tax-exempt institutions 


AND RELATED MATTERS 





Obtaining exemption as a business 


league: a report on lenders’ exchanges 


by EDGAR D. BAUMGARTNER 


There is no doubt that business organizations seeking tax exemptions must proceed 


very carefully—our November issue contained a warning about IRS restrictions on 


trade shows (9]TAX312) and this month we have a report on lenders’ exchanges. 


All practitioners concerned with business leagues will read with profit Mr. Baum- 


gartner’s warnings on the importance of stressing the public, as distinguished from 


private, purposes of the organization. His comments on the inconsistent attitudes 


of the various District Directors and the importance of pressing for a Washington 


review will hearten practitioners having exemption problems at lower levels of 


the IRS. Mr. Baumgartner is associate counsel of Beneficial Finance Co., Wilming- 


ton, Delaware. This article is an abridgement of one which appeared in the Spring 


1958 issue of the Personal Finance Law Quarterly Report. 


ECTION 501(a) of the 1954 Code 
Saauk from Federal income taxa- 
tion those organizations described in 
Section 501(c), one of which is a “busi- 
not organized for profit 
and no part of the net earnings of which 
inures to the benefit of any private 
shareholder or individual.” This is the 
section of the Code under which lenders’ 
exchanges have been held by letter 
rulings of the Commissioner to be tax- 
Although lenders’ ex- 
recently been refused 
exemption letters by District Directors, 
a proper presentation of the nature of 
a lenders’ exchange should result in a 
reversal at this level, or at least in Wash- 
ington. 

A “lenders’ exchange” is a non-profit 
association or corporation, made up of 
licensed small-loan lenders in a particu- 
lar geographical area, designed to facili- 
tate the exchange of information about 
existing small-loan indebtedness of an 
applicant for a small loan. The purposes 
and objectives of a lenders’ exchange 
are: (1) to prevent the overburdening of 
the borrowing public, ‘and (2) to im- 
prove the business of small-loan lending 
by enabling its members to.-act within 


ness league... 


exempt. some 


changes have 


the spirit and intent, as well as the 
letter, of the small-loan law. 

In the small-loan business a “lenders’ 
exchange” is generally classified as either 
“open” or “closed.” The term “closed” 
refers to a provision in the by-laws or 
governing rules and regulations of the 
exchange that its members shall not 
make a loan which would result in an 
applicant’s having loan obligations in 
excess of those permitted by such by-laws 
or rules. An “open” exchange has no 
such provision; it operates on the prin- 
ciple that, if the existing small-loan in- 
debtedness of an applicant is known, 
the amount of further indebtedness the 
borrower may incur will be limited, as a 
matter of economics, by his ability to 
repay, such ability being determined by 
the lenders’ exercise of sound credit 
judgment. 

In the usual arrangement, an inquir- 
ing member receives from the exchange 
only the code number of any other mem- 
ber to whom an applicant is indebted 
or about whom another member has 
made recent inquiry. The inquiring 
member then contacts the other member 
and is entitled to receive any additional 
information pertinent to the loan (us- 
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ually restricted to the terms of the con- 
tract and the amount of the indebted- 
ness outstanding) as the by-laws or rules 
of the exchange may require. 

Letters (determination letters) exempt- 
ing as organizations described in Section 
501(c) of the Code have been issued by 
the Commissioner, either through a Dis- 
trict Director or the Chief of the Exempt 
Organizations Branch in Washington, to 
the following forms and types of lenders’ 
exchanges: 

1. A lenders’ exchange operated di- 
rectly by employees of the exchange. 
The members of the exchange either 
pay the exchange a flat amount per 
month, not dependent on the number of 
calls made to the exchange, or are billed 
according to the number of calls they 
make to the exchange. 

2. A lenders’ exchange which has con- 
tracted with a local credit bureau to 
operate the exchange. The exchange 
agrees to pay the credit bureau a flat 
monthly fee and bills its members either 
a flat amount per month or according to 
the number of calls they make to the 
credit bureau. 

3. A lenders’ exchange which has con- 
tracted with the local credit bureau to 
operate the exchange. The members of 
the exchange agree to pay the credit 
bureau directly, usually monthly, their 
pro rata portion of the amount agreed 
to in the contract between the credit 
bureau and the lenders’ exchange. 

What is the theory under which the 
above lenders’ exchanges qualify as “ex- 
empt organizations’? To be exempt 
under Section 501(c) (6) a lenders’ ex- 
change must be (1) a business league; 
(2) not organized for a profit; and (3) 
no part of its net earnings must inure 
to the benefit of any private shareholder 
or individual. Since the corporate charter 
or articles of association of a lenders’ 
exchange usually spell out and meet re- 
quirements (2) and (3) of Section 501(c) 
(6) set forth above, an internal revenue 
agent will normally raise no question in 
regard thereto, so long as functionally 
the operation is non-profit. However, an 
internal revenue agent may raise a 
question as to whether a lenders’ ex- 
change is a “business league.” 

The Regulations of the Commissioner 
define a “business league” as (1) an 
association of persons, incorporated or 
unincorporated, having some common 
interest or interests; (2) the activities of 
which are directed to the improvement 
of business conditions of one or more 
lines of business as distinguished from 
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the performance of particular services 
for individual persons; and (3) the pur- 
pose of which is not to engage in a 
regular business of a kind ordinarily 
carried on for a profit. Very often an 
internal revenue agent will, upon ex- 
amination of the application for exemp- 
tion, liken the lenders’ exchange to a 
credit bureau. With that comparison, 
he will find it is not a “business league” 
because it does not meet the conditions 
(2) and (3) of the above definitions of 
the Commissioner because the exchange 
renders services to its individual mem- 
bers and is engaged in a business regu- 
larly carried on for a profit. This mis- 
taken reasoning usually arises from a 
misconception as to the purposes of a 
lenders’ exchange. It is the purposes 
which are important and determinative. 
Obviously, the exchange renders services 
to its individual members since it could 
never improve the business of small-loan 
lending in a particular community un- 
less it rendered such services. Likewise, 
the purpose of a small-loan lenders’ ex- 
change is not to engage in a business 
ordinarily carried on for a profit, but 
is to (a) prevent the overburdening of 
the borrowing public in a particular 
community, and (b) to improve the 
business of small-loan lending in a par- 
ticular community: by.enabling its mem- 
ber-lenders to act within the spirit and 
intent of the small loan law of a particu- 
lar jurisdiction. 

It is vital, therefore, that an exemp- 
tion application by a lenders’ exchange 
the 
which obviously aid and abet the public 


clearly set forth above purposes 
policy of the particular state jurisdic- 
tion. It is this “public policy purposes’ 
small-loan 
lenders’ exchange out of the category 


of the usual organization rendering serv- 


argument which takes a 


ices to individual persons and of carry- 
ing on a business ordinarily carried on 
for a profit. This, when combined with 
the fact that no information is given 
except to member-lenders and then only 
the names of other member-lenders to 
whom an applicant for a loan is in- 
debted, distinguishes it from a credit 
bureau. If the supervisory authority of 
the particular state has taken a position 
with respect to membership in a lenders’ 
exchange, this fact should be set forth in 
the exemption application as it is ob- 
viously of great weight in buttressing the 


argument. 
In most instances the application for 


“public policy purposes’ 


exemption by a lenders’ exchange, where 
it is a case of first impression in the 
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office of a District Director, will be for- 
warded to the Chief of the Exempt 
Organizations Branch in Washington, 
D. C. This is so because the regulations 
of the Commissioner authorizing Dis- 
trict Directors to issue determination 
letters with respect to the exempt status 
of various organizations listed in Section 
501(c) are very restrictive. Thus, the 
position may well be taken that the Dis- 
trict Director cannot issue a determina- 
tion letter, because the application for 
exemption involves what is felt to be 
“an or questionable issue”’ 
which cannot be “made on the basis of 
clearly established rules as set forth in 
the statute, Treasury decisions or Regu- 
lations, or rulings, opinions or court 
decisions published in the Internal Rev- 
enue Bulletin.” 


involved 


If director denies exemption 


Should the application for exemption 
be denied at the level of the District 
Director, the officers of the exchange 
should not be discouraged. The “public 
policy purposes” concept is not con- 
tained in any known published ruling of 
the Commissioner, but the staff of the 
Chief Exempt Organizations 
Branch in Washington clearly recognizes 
the thereof. Normally, the 
letter denying exemption will be ac- 
companied by a form which will give the 
officers of the organization applying for 
an exempt status an opportunity to pro- 
test the ruling of the District Director 
and will grant them the privilege of 
requesting a conference, if they so desire. 

In the event of an adverse ruling, the 
protest should be filed and used to give 
a detailed explanation of the operation 
and activities of the lenders’ exchange 
so as to buttress the “public policy pur- 
poses” concept. It is also important 
to attach as exhibits copies of deter- 
letters which have been re- 
ceived by other lenders’ exchanges. In 
other words, the protest is the way of 
presenting a clear and concise picture of 
the “public policy purposes” concept to 
the District Director and, if forceful 
enough, will cause him to revise his de- 
termination letter, or at least to forward 
the matter to Washington for further 
consideration. It is advisable to request 
a conference, since very often the ex- 
aminer may desire information in addi- 
tion to that set forth in the protest and 
an oral discussion of the “public policy 
purposes” helps to clear the atmosphere. 

As is well known, every corporation 
(including an association), whether profit 


of the 


existence 


mination 


or non-profit, that has been in exist. 


ence during any part of a taxable” 


year must file a Federal income tax or’ 
exempt organization return. The tax. | 


able year of a corporation depends on 
its annual accounting period (calendar 


year or fiscal year). Also, a District Di. | 


rector will usually not rule on an appli- 
cation for exemption until a lenders’ ex- 
change has been in actual operation for 
a twelve-month period. It will be neces. 
sary, therefore, for the officers of a 
lenders’ exchange to file a Federal tax 
return of some sort, or ask for an ex- 
tension of time in which to file the same, 
prior to the time a determination letter 
is forthcoming. Where propitious, a re- 


quest for an extension directed to the | 
District Director for the district in which 7 
is located the exchange’s principal place } 


of business or*principal office would be 
in order. Unfortunately, the maximum 
time permitted for granting an exten- 
sion for filing of any tax return is six 
months. , 

In most instances, therefore, the off- 
cers of a lenders’ exchange are faced 


UP TYE MPS 


with the problem of deciding whether J 
to file a corporate Federal income tax é 


return (Form 1120) or a Federal exempt 
(Form 990). Al- 
though Form 990 is not due until the 
15th day of the fifth full calendar month 
following the close of a taxable year for 
which the réturn is required, whereas 
Form 1120 is not due until the 15th day 
of the third month following the close 
of the taxable year for which a return 
is required, it is submitted the safer 
course is to file Form 1120, treating all 
income of the exchange as “Other non- 
taxable income” in the “Reconciliation 
of Taxable Income and Analysis of 
Earned Surplus and Undivided Profit” 
schedule.1 An explanation should be 
attached to Form 1120 setting forth the 
purposes and activities of the lenders’ 
exchange ending with a statement to the 
effect that for these reasons it is felt that 
the exchange is exempt from Federal 
income taxation as a Section 501(c)(6) 
organization. The explanation should 


organizations return 


1In Rev. Rul. 54-393, the Commissioner has 
taken the position that, if Form 990 is filed 
prior to the establishment of exempt status, the 
District Director shall return it to the organiza- 
tion with an appropriate exemption application. 
This position appears inconsistent with Section 
6501(g)(2) of the 1954 IRC wihch holds that, 
for purposes of assessment, the period of limita- 
tion starts to run from the time an organiza- 
tion, which believes in good faith that it is an 
exempt organization, files a return as such under 
Section 6033 of the 1954 Code. However, the 
wording of Section 6033 of the 1954 Code gives 
the Commissioner great latitude in the form and 
content of the return he can require and it would 
appear that in Rev. Rul. 54-393 he has required 
the filing of Form 1120, rather than Form 990, 
where no determination letter has been issued. 
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also contain an itemized list showing the 
sources of the non-taxable income. 
Lenders’ exchanges which have been 
in existence for a number of years and 
whose officers have never filed a Federal 
income tax or information return or 
sought a letter of exemption create an- 
other knotty problem. As has been 
pointed out, the obtaining of a deter- 
mination letter (letter of exemption) 
appears not to be a condition precedent 
to the right of exemption granted under 
the Code. It would seem, therefore, if 
during its entire existence the lenders’ 
exchange qualified as a “exempt or- 
canization” under the Code, it would 
have to pay no Federal income taxes. 
Once it is established that the lenders’ 
exchange during its entire existence 
was an “exempt organization” within 


New decisions on 


the meaning of the Code, the only 
penalties for failure to file Federal ex- 
empt organizations returns would be for 
the willful failure to file such returns. 
As a practical matter, once an exempt 
status is established, the penalty for will- 
ful failure to file an exempt organization 
return is seldom, if ever, asserted by a 
District Director. 

In summary, it would appear there 
is no valid reason why all lenders’ ex- 
changes in the United States, which 
meet the requirements and tests set 
forth above, do not qualify as “exempt 
organizations” under the United States 
Internal Revenue Code. For that reason, 
lenders’ exchanges which have not se- 
cured determination letters should not 
hesitate in filing applications to obtain 
them. wr 





Can’t deduct trade-group assessments for 
equipment. A non-profit exempt associa- 
tion organized under Section 501(c) (12) 
to render services necessary to the busi- 
ness activities of its members received 
voluntary assessments from its members 
for the dual purpose of purchasing 
equipment and meeting its operating ex- 
penses. Only that part of the contribu- 
tions utilized by the association to meet 
may be deductible 
contributors as a 
pense. The portion used to purchase 
equipment is a capital investment. Rev. 
Rul. 58-534. 


its current expenses 


by the business ex- 


To determine unreasonable accumula- 
tions, apply grants first to income, then 
to contributions. Contributions received 
by an organization exempt under Sec- 
tion 501(c)(3) constitute contributed or 
donated capital and may be disregarded 
in determining whether tax exemption 
should be denied because amounts ac- 
cumulated out of income are unreason- 
able. For such determination, distribu- 
tions made by the organization for tax- 
exempt purposes are first applied against 
current income before being charged 
against contributions or contributed 
capital at the beginning of the year. Rev. 
Rul. 58-535. 


Social club loses exemption; only profit 
making activities were continued. Tax- 
payer was organized in 1936 as a social 
club, but, beginning in 1940, its prin- 
cipal activity was the promotion of 
public dances at a substantial profit. 


exempt institutions 


The profits were invested in speculative 
real estate and in loans. The court holds 
the taxpayer subject to tax, because it 
was not operated exclusively for the 
promotion of social welfare. Club Gaona, 
Inc., DC Calif., 11/10/58. 


No exemption for property-holding com- 
pany with broad powers. A corporation 
organized for the sole purpose of hold- 
ing title.to property, collecting income 
therefrom and turning over the entire 
amount less expenses to a tax-exempt 
organization is itself exempt under Sec- 
tion 501(c)(2). However, a corporation 
will not qualify for exemption under 
this section if it is incorporated with 
powers far beyond the scope of those 
necessary for a holding company. Rev. 
Rul. 58-566. 


No exemption for veterans’ organization 
operating resort. A war veterans’ or- 
ganization which derives a major por- 
tion of its income from the operation of 
a bathhouse and bathing beach and re- 
lated facilities is denied tax exemption. 
It is not an organization operated ex- 
clusively for the promotion of social 
welfare. It is engaged in an activity or- 
dinarily carried on for profit and a por- 
tion of its income is used for purposes 
other than social welfare. Rev. Rul. 58- 
5i7. 


Criteria for tax exemption as a social 
club. Among the tests to be met in de- 
termining whether a social club can 
qualify for exemption, the Service lists 
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the following: It should not advertise its 
facilities for patronage by non-members, 
nor should it engage in any type of ‘busi- 
ness activity for profit which is designed 
to increase or result in an increase in 
net earnings inuring to the benefit of 
any shareholder or individual. However, 
exemption will not be denied because of 
incidental, trivial or non-recurrent ac- 
tivities, such as sales of property no 
longer adapted to club purposes. Rev. 
Rul. 58-589. 


No exemption for foundation operating 
grocery business. Taxpayer, a charitable 
trust, owned all the stock of a wholesale 
grocery business. In 1947 it liquidated 
the corporation and thereafter operated 
the wholesale grocery business as_ its 
principal activity. In 1952 the Commis- 
sioner revoked his prior ruling and 
for 1947-1950. The court 
finds the trust is not entitled to exemp- 
tion; in view of its profit-making busi- 
ness, it was not organized and operated 
exclusively for charitable purposes. The 
court also finds, with reference to an 
alternative argument, that no part of the 
trust which was undistributed 
at the end of the taxable years is deduct- 
ible as “income paid or permanently set 


’ 


assessed tax 


income 


since such 
income was potentially working capi- 
tal for the business and at the risk of 
the business. Rabinovitz 
TCM 1958-193. 


aside for charitable purposes’ 


Foundation, 


Taxable foundation without capital 
stock can’t be taxed as a personal hold- 
ing company. An incorporated non-profit 
foundation, prohibited by state law from 
issuing Capital stock, issued membership 
certificates to its three directors, who 
had no beneficial interest in the prop- 
erty of the foundation. The Service rules 
that the organization, although not tax 
exempt, cannot meet the stock owner- 
ship requirements of a personal holding 
company and, therefore, cannot be taxed 
as such. Rev. Rul. 58-556. 


Employees’ trust of subsidiary may in- 
vest in bonds of parent. An employees’ 
qualified pension trust of a subsidiary 
will not be considered as engaging in a 
prohibited transaction if it invests some 
of its funds in unsecured debentures of 
the parent, since the parent is not con- 
trolled by the subsidiary which estab- 
lished the trust, nor is it the grantor of 
the trust. It is only in those two situa- 
tions that such an investment would be 
prohibited. Rev. Rul. 58-526. 
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Personal tax problems 





The travel and entertainment situation: 


a tax-season briefing on the new rules 


by EDWARD L. POWERS 


Now, while your clients are struggling to gather data for their 1958 returns, is the 


time to impress upon them again the importance of good records to support travel 


and entertainment expenses. You'll want to remind them of the Treasury’s current 


crack-down on expense accounts and the stern attitude agents are sure to take on 


audit. Mr. Powers gathers together here the newest rulings and the established 


cases to give you a last-minute run-down before you plunge into the annual frenzy 


of preparing returns. 


a. WAVE of protest that swept the 
nation last fall over the tax treat- 
ment of reimbursed expenses of em- 
ployees arose from the public’s idea 
that the basic rules governing the de- 
ductibility and substantiation of these 
expenses had been changed by the IRS. 
The public was wrong. We still have 
the same basic rules we have had for 
several years. 

Travel and entertainment expenses 
are deductible under the 1954 Code if 
they are necessary 
penses paid or incurred during the tax- 
able year in carrying on any trade or 
business, or if they are expenses paid or 
incurred by an employee in connection 
with the performance by him of services 
as an employee, or if they are expenses 
paid or incurred during the taxable year 
for the production or collection of in- 
come or for the management, conserva- 
tion or maintenance of property held for 
the production of income. 


ordinary and ex- 


If we have had much the same set of 
basic rules regarding travel and enter- 
tainment deductions for so 
many years, why has there been such a 
furor over this during the past year? 
Let’s review events leading up to the 
present state of confusion. 

Under the 1939 Code, only two busi- 
ness deductions were allowed employees 
in arriving at adjusted gross income. 
They were (1) travel expense, such as 
transportation, board and lodging, if 
the employee was away from home over- 
night, and (2) reimbursed: business ex- 


expense 


penses. As just stated, these two deduc- 
tions were called business expenses and 
were deducted from gross income to de- 
termine adjusted gross income. Other de- 
ductions included travel expenses in- 
curred while not away from home over- 
night and entertainment expenses (if 
not reimbursed) and these two items had 
to be listed on the tax-form page that 
contained contributions, interest, taxes 
paid, etc., and therefore were deductions 
in arriving at taxable income. 

The 1954 Code liberalized the treat- 
ment of the aforementioned items 
follows: First, even if the employee is 
not away from home overnight, he can 
claim his transportation expenses as a 
business expense and, second, an outside 
salesman can now claim as business ex- 
penses all of his expenses that were pre- 
viously classified as other deductions, 
such as expenses of automobile, meals, 
lodging, etc. which were incurred while 
not away from home overnight. It is 
obvious that the present 1954 Code 
differs only slightly from the provisions 
of the 1939 Code; we must, therefore, 
focus our attention on something other 
than the comparison of the two Codes 
if we are to ascertain the reason for the 
present concern over the tax treatment 
of travel and entertainment expenses. 


as 


The IRS campaign 


Taxpayers in recent years have been 
displaying great ingenuity in finding 
ways to abuse expense accounts. The 
subject of travel and entertainment ex- 














penses has become one of our uneasy 7) 


national jokes. In 1956, it was evident to 
Congress and to the general public that 
the time was at hand for reform of the 


tax structure. The rulings and announce. | 


ments that the Service had issued be. 
tween 1952 and 1956 indicated to both 
the Service staff and to the taxpayers 
the need for a more careful scrutiny of 
travel and entertainment expenses, and 


for more suitable substantiation of them; 
nevertheless, these rulings apparently | 
had little effect in slowing down the ex. | 


panding expense-account economy. 

In the fall of 1957, the IRS stated 
in unequivocal terms that expense re- 
imbursements and allowances had to be 
reported as gross income when taxpayers 






= me oo 


5 
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filed their 1957 individual tax returns” 


and the now famous line 6(a) was pro- 
vided on Form 1040 for the deduction 
of the related travel and other reim- 
bursed expenses. The public reacted 


violently to this announcement because | 
it felt that the new requirements would 7 
result in a tremendous record-keeping | 


and reporting burden for both employ- 
ers and employees. 


Taxpayers ques | 


tioned the right of the Service to re-7 


quire employees to report their ex- 
penses as gross income 
strict accounting for expense funds. 
However, the Service denied that any 
new requirements were being imposed 
and stated that “the addition of line 


if there was) 


6(a) does not mean that there has been ; 
any modification of the policy which the | 


Revenue Service has followed for sev- 


eral years with regard to the substantia- J 


Pare 


tion of expenses claimed as a deduction. i: 


No more detailed records,” the Service 


said, “will be required for 1957 than J 
have been needed in the past. In fact, J 
the instructions on expense accounts | 
for 1957 are the same as those issued in | 


1954, 1955 and 1956.’ 

On behalf of the IRS, it can be said 
that the Service announced in 19522 that 
it would examine more closely large en- 
tertainment expense deductions and in- 
dicated that such deductions would be 
required to be substantiated in full. This 
new “get tough” policy was never ac- 
tually enforced satisfactorily. In 1954, 
two additional rulings were issued? by 
the Service which set forth the degree of 
substantiation required, and one of these 
rulings* added a policy that thereafter 
travel and entertainment expenses would 
not be allowed on a percentage basis 
for purposes of settlement. Apparently, 
the results obtained from the issuance 
of these rulings were unsatisfactory to 
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the Service because, in 1957, it issued a 
further release5 directing its Agents to 
scrutinize expense accounts more closely 
than ever and to ferret out abuses in de- 
ductions of entertainment, travel, coun- 
try club and other club dues, yachts, etc. 
What can be expected for 1958 and 
later years? We can be sure that travel 
and entertainment expenses are going to 
get a good going over by Revenue 
Agents, and that all ranks of the IRS 
from the top to the bottom are going 
to adopt a tough, “show me” attitude. 
The all-important question becomes, 
then, “How should a company handle 
the business expenses of its employees?” 
There are three methods: First, give the 
employee extra pay; second, reimburse 
him for actual disbursements; and third, 
give the employee a flat allowance. 


Increased salary to cover expenses 


If the employer decides to increase 
salary to cover expenses, then the em- 
ployee’s rate of pay would be set to in- 
clude an amount for all anticipated 
business expenses, such as travel, meals, 
lodging and entertaining expenses. 
Under this method, the employee would 
take 100% of what he receives into gross 
income, take all business expenses as de- 
ductions on his own income tax return 
and be responsible for proving them. 
The employer would not be concerned 
with record-keeping nor would he have 
to prove deductibility. 

One difficulty which may arise here is 
that expenses are deductible only by 
the taxpayer to whom they are “ordin- 
ary and necessary.” An employer’s ex- 
penses are not the expenses of the em- 
ployee. The IRS has a general rule® that 
such deductions may be made only by 
the taxpayer on whose behalf the ex- 
penses are incurred. This would leave 
the employee in the position of paying 
someone else’s expenses, which would 
not be deductible to him. 

However, there are exceptions to the 
general rule which do permit a partner 
or employee a deduction. For example, 
if the partnership agreement specifically 
provides that the partnership entertain- 
ment expenses are to be borne by the 
individual partners, the partner will in 
all probability be allowed to deduct 
them.? The right to deduct entertain- 
ment expenses on his personal tax re- 
turn would be available to an employee 
if there were a clear and provable under- 
standing between the employer and em- 
ployee defining the type of expense 
which the employee is expected to incur 


at his own cost but on behalf of the em- 
ployer. However, from a practical stand- 
point, an oral understanding in this con- 
nection does not overly impress a Rev- 
enue Agent and I strongly recommend 
that such an understanding be «reduced 
to writing and put in the form of an 
employment contract or a letter ad- 
dressed by the employer to the employee. 

Entertainment expenses of an em- 
ployee in this category, however, are 
not classified as business expenses, but 
rather are deductions from adjusted 
gross income in arriving at taxable in- 
come. But here is a word of caution. If 
an employee-stockholder is paid under 
this method, there is a possibility that 
some deductions claimed by him, while 
recognized as business expenses, may be 
considered by the Service as expenses of 
the corporation and, therefore, not de- 
ductible by the stockholder? under the 
theory that, because of the relationship, 
reimbursement could have been forced 
even without an agreement. 


Direct reimbursement 


If the employer decides to reimburse 
an employee for actual expenses in- 
curred, then the employee should be re- 
quired to submit an expense account 
and the company will take the deduc- 
tion for travel and entertainment ex- 
penses on its return. Normally the em- 
ployee need only state on his return 
that his reimbursement and expenses are 
a wash,!° or that any excess of reim- 
bursement over expenses has been in- 
cluded in his gross income.!! In this 
connection, the Regulations make it 
clear that an employee is considered re- 
imbursed for amounts charged by him 
on credit cards even though the payment 
is made by the employer directly to the 
credit system. This means that, if the 
employee wants to avoid reporting all 
these transactions, he will have to ac- 
count for them to the employer. He can 
do this by making sure that the em- 
ployer gets full information on the busi- 
ness purpose of each item charged. If 
an employee receives an advance for ex- 
penses for which he must later account 
in full, the amount of the advance is 
treated as a reimbursement. 

Therefore, for those employees who 
must account to their employers for 
travel, transportation, entertainment and 
other business expenses, the 1958 rule 
remains the same as it was in prior 
years: employees need not report on 
their individual income tax returns ex- 
penses incurred in their work. In most 
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[Edward L. Powers is a partner in the 
firm of Haskins & Sells, CPAs, and is in 
charge of the firm’s Birmingham office. 
He is president of the Alabama Society 
of CPAs for the year 1958-1959.| 





cases all the employee need do is to 
state on his return that the amount re- 
imbursed or advanced was not more 
than the amount spent. It is also impor- 
tant to note that employees who must 
account to their employers will not or- 
dinarily be required to substantiate any 
of these expenses in the event of an 
audit by a Revenue Agent. An “ac- 
counting” for business expenses means 
that the expenses are itemized into at 
least broad categories such as transpor- 
tation, meals and lodging while away 
from home overnight, and entertain- 
ment; the Service recently ruled!? that 
mileage allowances up to 12.5¢ per mile 
and subsistence allowances up to $15 
a day will be regarded as “accounted 
for” even though no itemization is made 
to the employer. Allowances in excess of 
these amounts must be reported by the 
employee as income, and expenses may 
be claimed. 


Flat allowance 


The third method of handling travel 
and entertainment expenses is to give 
employees a flat allowance. An employee 
in this group would treat his flat allow- 
ance as part of his gross income and the 
employer must report the allowance on 
the information Form 1099. Further- 
more, the employee would be required 
to show on his return his occupation, 
the number of days away from home on 
business and the amount of business ex- 
penses, including those charged directly 
or indirectly to his employer, under 
headings such as transportation, meals 
and lodging away from home overnight, 
entertainment and other business ex- 
penses. An employee in this group can 
expect to be required to substantiate 
from his records all expenses deducted 
on his return. 

An employee receiving a flat allow- 
ance for expenses is permitted to deduct 
1 IR-204 (11/11/57). 

2 Press release No. S2079, February 26, 1952. 

® Rev. Rul. 54-195, 1954-1 C.B. 47 and Rev. Rul. 
54-497, 1954-2 C.B. 74. 

*Rev. Rul. 54-195, 1954-1 C.B. 47. 

5 IRB 57-85, June 20, 1957. 

* Jergens, 17 TC 806 (Issue IV). 

7 Klein, 25 TC 1045 (Issue II). 

8 Schmidlapp, 96 F.2d 680. 

® Kaplan, 21 TC 134 (Issue V. The court accepted 
the amount of $6,500 as a fair valuation of the 
amount spent. Taxpayer was also president of 
Welch Grape Juice Co.). 

10 Sec. 1.162-17(b) (1). 


1 Reg. Sec. 1.162-17(b) (2). 
12 Rev. Rul. 58-453. 
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his expenses from gross income provided 
his actual expenses -are less than the 
allowance. If his allowance is less than 
the amount he spent, his travel expense 
away from home and his local transpor- 
tation expenses are still deductible from 
gross income. Other expenses, such as 
entertainment, deductible from 
gross income in determining adjusted 
gross income only in an amount which 


are 


bears the same ratio to the total amount 
of the reimbursement as the total of the 
other the total ex- 


penses; the remainder is deductible from 


expenses bears to 
adjusted gross income. 

three 
methods of handling travel and enter- 


Thus far we have discussed 
tainment expenses and the reporting re- 
quirements of employees under each. 
We have addressed ourselves to only one 
facet of the complex problem concern- 
ing the tax treatment of travel and en- 


tertainment expenses. 


Substantiation 


In searching for a definition of the 
we find that Web- 
ster defines it as “to establish the exist- 


word “substantiate,” 


ence or truth of by proof or competent 
evidence.” The Service’s concept of what 
constitutes substantiation seems to fall 
within this definition; for example, the 
final Regulations state that one method 
of substantiating travel and entertain- 
ment expenses is through the prepara- 
tion of a daily diary or record of ex- 
penditures!S showing the nature and 
amount of any expenditure. Although 
the Regulations call attention to the 
necessity of obtaining documents to sup- 
port a taxpayer’s deductions for travel 
and entertainment expenses, they never- 
theless recognize that, by reason of the 
nature of certain expenses or: the circum- 
stances under which they are incurred, 
it is often difficult for an employee to 
maintain detailed records or to preserve 
supporting documents for all his ex- 
penses. Detailed records of small ex- 
penditures incurred in traveling or for 
transportation will not be requested. 
The Regulations further add that, if 


18 Reg. Sec. 1.162-17(d) (2). 

1 Reg. Sec. 1.162-17(d) (3). 

15 Searight, 19 TCM 50,206 (appeal dismissed— 
CA-2, 1/30/52). Romer, 28 TC No. 145; Stover 
Co. 27 TC 434. 

16 Cohan, 39 F.2d 540. 

17 Williams, CA-5, 6/18/57, 245 F.2d 559. 

18This matter is more fully discussed 

article by Arthur I. Hemmings,’8 JTAX 2 
19 Reg. Sec. 1.162-17(d) (1) (iii). 

20 Mill 5 TC 691 (cost of cigars, cigarettes and 
drinks for Moose Lodge officials did not increase 
the “take” on slot machines). 

2 Lorenz, TCM 8/25/49. 

22 Cartan, 30 TC No. 28. 

8 Reg. Sec. 1.162-2(b) (1). 

% Reg. Sec. 1.162-2(b) (2). 
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records are incomplete or documentary 
proof is unavailable, approximations 
will be accepted based upon reliable 
secondary sources of information and 
collateral evidence.14 For example, in 
connection with an item of traveling ex- 
pense a taxpayer might establish that 
he was in a travel status a certain num- 
ber of days but that it was impracticable 
for him to establish the: details of all his 
various items of travel expense. In such 
a case rail fares or plane fares can 
usually be ascertained with exactness 
and automobile costs approximated on 
the basis of mileage covered. A rea- 
sonable approximation of meals ‘and 
lodging might be based upon receipted 
hotel bills or upon average daily rates 
for such accommodations and meals 
prevailing in the particular commun- 
ity for comparable accommodations. 
The Regulations further state that: due 
consideration will be given to'the -rea- 
sonableness of the stated expenditures 
for the claimed purposes in relation to 
the taxpayer’s circumstances (such as 
his income and the nature of his occupa- 
tion), to the reliability and accuracy of 
records in connection with other items 
more readily lending themselves to de- 
tailed record-keeping and to all the facts 
in the particular case. 

Adequate records are the most im- 
portant element in obtaining a deduc- 
tion. Minimum proof is a detailed daily 
diary and receipts for‘hotel bills and rail 
or plane fares. Especially helpful are 
canceled checks (but not paid to cash), 
receipts for purchases of beverages and 
other items for entertainment, 
monthly club statements, stubs from 
football and theater tickets, etc., and, 
based upon my own experience and that 
of others, it would be most helpful if 
such documents were referenced to the 
diary. For example, if a client or cus- 
tomer was furnished with a ticket to the 
football game on November 15, 1958, 
make an entry in the daily diary to that 
effect. 

Taxpayers tend to rely on estimates, 
checks drawn to cash and strong oral 
argument!5 in the belief that most of 
their deductions should be allowed un- 
der the Cohan rule.16 The Board of Tax 
Appeals had disallowed certain of ‘Mr. 
Cohan’s business expenses because it had 
‘been unable to determine just how 
much he had spent. 'Jpon appeal by the 
taxpayer, the Second Circuit took the 
position that close approximations of 
expenses should be acceptable inasmuch 
as it was usually impossible and not 


used 











necessary to document the amounts 
spent. 

The Cohan case is relied upon when © 
deductions cannot be supported com 
pletely, but it is evident that some 
deduction should be allowed. But IF 
don’t think that the Cohan case will be J 
as great a comfort to us in the future 
in view of the recent holding in Wil- 
liams.17 The Fifth Circuit affirmed a 
lower court’s denial to the taxpayer of 
any deduction under the Cohan rule J 
because the taxpayer had failed to sub- 
mit vouchers or other original docu- 
ments to show that he did make some 
expenditures for entertainment. 

Business organizations with well-or- 
ganized accounting departments and 
adequate procedures and filing systems 
encounter little, if any, difficulty in fur- 
nishing docuntentary evidence support- | 
ing deductions. On the other hand, 
small merchants, farmers, salesmen and | 
professional people are engaged in a 
never-ending struggle with Revenue 
Agents over substantiation of travel and 
entertainment expenses. I’m sure that 
countless thousands of tax dollars have 
been needlessly paid out by this group 
in tax deficiencies because of inadequate 
substantiation of business expenses. A 
taxpayer who does not keep a double 
entry set of books should, as a minimum, 
maintain a daily diary of details of 
travel and entertainment expenses, as, 
for example, names of persons enter- 
tained, nature of contacts, place of en- 
tertainment,: amount spent, business se- 
cured, etc. If clients, customers, pros- 
pects or others are entertained in the 
taxpayer's home, the names of these 
people should be entered in the diary, 
together with such information as nature 
of function and items or services pur- 
chased for the occasion, such as_bever- 
ages or catering services, etc. The more 
receipted bills the taxpayer obtains and 
retains, the better. 

I also recommend, in lieu of a daily 
diary or double entry set of books, a 
single entry journal in which are entered 
all receipts in one section and disburse- 
ments in the other, irrespective of whe- 
ther the receipts or disbursements are 
by check or currency. Although such a 
journal does not show distribution of 
receipts and disbursements by account 
classifications, it does provide a perman- 
ent, record of all cash receipts and dis- 
bursements, the source of collections and 
itemization of each cash payout, and. is 
an important record for use in prepar- 
ing tax returns. 
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Employee-stockholders encounter their 
own special problems in tax treatment 
of travel and entertainment expenses. 
First, let’s assume that an employee- 
stockholder is unable to substantiate 
part of his expense reimbursement from 
his company. In all likelihood, a Rev- 
enue Agent will not only disallow the 
amount of the unsubstantiated expense 
deduction to the employee-stockholder, 
but to his company as well on the 
grounds that such amount represented a 
dividend distribution by the company.1§ 
Thus a double tax arises from the dual 
disallowance of these expenses. 

Second, the Regulations!® make it clear 
that an employee-stockholder will be re- 
quired to substantiate his travel and en- 
tertainment expenses, despite the fact 
that he might account to the company 
for his expenses. Therefore, for all prac- 
tical purposes, the situation remains un- 
changed for an employee-stockholder of 
a closely held company, and unfortun- 
ately, it can be expected that Revenue 
Agents will scrutinize closely and require 
proof of expenses charged by them to the 
company, regardless of the methods of 
accounting they use. 


Ordinary and necessary 


much con- 
troversy rages is in proving that travel 
de- 


ducted, were ordinary and _ necessary. 


Another area in which 


and entertainment expenses, as 
[his situation may perhaps appear to 
be odd in view of the present concept of 
what it takes to operate a business suc- 
cessfully. Entertaining for business pur- 
poses, in recent years, has become an 
important and integral part of business 
activity and is now firmly established as 
being an accepted practice; thus, it gen- 
erally is a simple matter to prove that 
these expenses were ordinary. However, 
quite the opposite is true in proving 
that the expenses were necessary. Gen- 
erally speaking, these expenses will be 
disallowed if the entertainment served 
no real business purpose.2° Remember 
that it is not enough for the taxpayer to 
show that the entertainment of a cus- 
tomer was connected with a business 
he must show that the enter- 
tainment could be reasonably expected 
to produce business. 

There is a strong inclination on the 
part of the Service to disallow club dues 
and bar bills unless the taxpayer can 
show a definite business connection. For 
example, if a person would normally 
maintain a club membership anyway, it 
is exceedingly hard to prove to the satis- 


matter; 


faction of a Revenue Agent that this ex- 
pense -had a definite business connec- 
tion. 

A lawyer was not allowed to de- 
duct his club dues and charges: because, 
even though he claimed he entertained 
business contacts, he couldn’t prove he 
got business from them,*! and the same 
doctrine has been applied to real estate 
men, insurance salesmen, doctors and 
others. 

Let’s consider also the case of a Los 
Angeles businessman who belonged to 
six clubs, three in his home city of 
Los Angeles, two in San Francisco and 
one in Chicago. He proved to the satis- 
faction of the Tax Court that he used 
the two San Francisco clubs only for 
business and was, therefore, allowed to 
deduct 100% of dues and bills at both 
clubs. With respect to the dues and ex- 
penses for the three local clubs in Los 
Angeles, his home city, part of the de- 
ductions were disallowed by the Tax 
Court because of the taxpayer's failure 
to prove what part of the total expenses 
was personal and what was _ business. 
With respect to the Chicago club, the 
Tax Court allowed no part of the club 
dues and expenses as a business expense 
because the taxpayer could not con- 
nect people he entertained there with 
his business.22 

In deducting civic and country club 
dues and charges and all other expenses 
of entertainment, a very important point 
to remember is that the expenses must 
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meet the test of being “necessary” as 
narrowly defined by the Regulations. 
The “necessary” test can be met by tying 
in the entertainment with business, such 
as sales orders, invoices, clients, con- 
tracts, new business, etc., and, as previ- 
ously suggested, a taxpayer should make 
reference to his entertaining activities in 
a daily diary or log showing names of 
persons entertained, dates, business rea- 
son, place and amount spent. This sort 
of record-keeping should enable a tax- 
payer to prove that his entertaining ex- 
penses were both ordinary and neces- 
sary. 

The Regulations provide that, if a 
taxpayer makes a trip for both business 
and personal reasons, he is required to 
allocate the costs of subsistence on some 
fair and equitable basis, and the de- 
ductibility of transportation expenses. 
will depend upon the main reason for 
the taxpayer’s making the trip.23 The 
Regulations further provide that, if a 
taxpayer makes a trip for both business 
and personal reasons, the amount of 
time spent on personal activity com- 
pared to the amount of time spent on 
business activity is an important factor 
in determining whether the trip is pri- 
marily personal. For example, if a tax- 
payer spends one week at destination 
on business and five additional weeks for 
vacation, the trip will ordinarily be con- 
sidered to be personal?* and, therefore, 
no transportation expenses can be de- 
ducted. wr 


How to spread an author’s income back 


as well as forward: a specimen contract 


by JOSEPH F. GELBAND 


The highly paid author suffers a tax penalty when his income is bunched in a 


few years. This article offers a cure in the form of a proposal to spread income over 


a longer period. The device used by most authors—putting a ceiling on the annual 


royalty they can receive—while useful in spreading income forward, does not take 


advantage of the spreadback. Mr. Gelband presents a contract which will ac- 


complish this. He also discusses the few cases which shed some light on the difficult 


problem of constructive receipt in these arrangements. 


bog FORM AND CONTENT of an author's 
publishing contract may easily affect 
his after-tax income as significantly as 
the corresponding attributes of his pub- 
lished work. Most publishers have rec- 
ognized the author’s tax problems—in- 
herent wherever the labor of several 
years results in compensation (and taxa- 


tion) in one year. Their awareness is 
reflected in the form of agreement many 
publishers have adopted, and which is 
in fairly general use. This “standard” 
agreement constitutes an assignment of 
substantially all of the author's rights 
in the work (book publication, seriali- 
zation, condensation, film rights, etc.). 
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[Joseph F. Gelband is a CPA and mem- 
ber of the New York Bar. He is associ- 
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The author receives a stated fraction of 
the proceeds from the exploitation of 
each of these rights, and the agreement 
provides that, regardless of the amount 
which accrue to the author, the 
publisher shall pay him no more than 
a stipulated sum (frequently $10,000) in 
each year, and any excess income accru- 
ing shall be carried forward. 

However useful the standard form, its 
disadvantages for tax planning are fairly 
obvious: (a) The author is accorded 
of the benefits of Section 13021 
of the Code, which might otherwise 
allow him to spread his income back- 
ward into the normally leaner years. 
(b) The indefinite restriction on the 
author’s funds may have the unfortunate 
result of projecting payments into a 
period in which the author is enjoying 
work, 
which he is over 65, thus precluding his 
receipt of social security benefits. 


may 


none 


earnings from his next or in 


The clauses suggested below are in- 
tended to secure to the author a com- 


bination of the spreadback benefits 
allowed by Section 1302 of the Code, 
and, to the extent income accrues 


beyond the year following the year of 
major receipts, the advantages of de- 
ferring part of this income so as to 
divide it equally among several succes- 
sive years. 

1959, 
author, after at least two years of labor, 
against which he has received no ad- 
vance, has his manuscript accepted for 
publication. It is planned to publish it 
in 1960, and it is expected that, counting 
all income deriving from the work, the 
author will realize somewhere between 
$50,000 and $200,000 before the public’s 
interest is consumed. Although the bulk 
of the proceeds will be realized in 1960, 
the amount is, of course, uncertain. Be- 
cause of other income earned by the 
author in 1958 and 1959, it is desired to 
restrict the earnings from the book, 
chargeable to each of those years, to 
amounts no greater than $20,000. For 
this reason it is decided to limit the 
1960 to $60,000. 
When this is spread back, it will put 
$20,000 in each of the years 1958, 1959 
and 1960. Further provision must be 
made to limit the total amount receiv- 
able by the author in 1961. 


Assume that, in a_ cash-basis 


total receivable in 


February 1959 


Since backward apportionment of in- 
come received from the work in any 
year is permitted only if such income for 
that year constitutes at least 80% of the 
income received at any time through the 
close of the following year, it is apparent 
that income to be received in 1961 must 
be no more than 25% of the income re- 
ceived in 1960 [20% is 25% of 80%.— 
Ed.}. 

The clauses set out below effectuate 
this formula. (Of course, if pre-publica- 
tion advances have been paid to the 
author, this must be taken into account 
by appropriate reduction of the percent- 
age allowed for 1961): 

“On or before June 15 and Decem- 
ber 15, 1960, Publisher shall pay to 
Author all earnings having accrued to 
him to the respective date, so far as 
Publisher can reasonably ascertain, less 
the payments theretofore made; but the 
total of all payments to be made by 
Publisher to Author in the year 1960 
shall not exceed Sixty Thousand ($60,- 
000) Dollars. On each of the dates afore- 
said Publisher shall render to Author a 
statement of account which shall be as 
complete as reasonably possible, taking 


into account the shortness of time 
allowed for its preparation. 
“On or before December 15, 1961, 


Publisher shall render to Author a state- 
ment of account of all earnings accrued 
to Author through September 15, 1961, 
and shall therewith remit to Author 
either the balance standing to his credit 
as at September 15, 1961, or twenty-five 
per cent (25%) of the total payments 
made by Publisher to Author during the 
year 1960, whichever amount shall be 
lower. No other or further payment shall 
be made by Publisher to Author at any 
time during the year 1961. All earnings 
accrued to Author but remaining un- 
paid by reason of the foregoing shall be 
carried forward to his credit as set forth 
below. 

“On or before March 31st of each of 
the years 1962, 1963, 1964 and 1965, 
Publisher shall render to Author a state- 


1 Sec. 1302 provides: if (1) an individual includes 
in gross income amounts in respect of a particu- 
lar . . . artistic work created by the individual ; 
and (2) the work on . the artistic work 
covered a period of 24 months or more (from 
the beginning to the completion thereof); and 
(3) the amounts in respect of the ... artistic 
work includible in gross income for the taxable 
year are not less than 80% of the gross income 
in respect of such . . . artistic work in the tax- 
able year plus the gross income there- 
from in previous taxable years and the 12 
months immediately succeeding the close of the 
taxable year, then the tax attributable to .. . 
gross income of the taxable year shall not be 
greater than the aggregate of the taxes at- 
tributable to such part had it been received 
ratably over .. . that part of the period preced- 
ing the close of the taxable year but not more 
than 36 months. 


ment of account of all earnings having 
accrued to Author through the close of 
the preceding year, and shall therewith 
pay to Author the balance standing to 
his credit, up to a maximum of Ten 







Thousand ($10,000) Dollars in any one | 


year. Any excess over Ten Thousand | 


($10,000) Dollars shall be carried for. 
ward to the succeeding year or years, as 
the case may be, to the end that in no 
one of the years 1962, 1963, 1964 or 
1965 shall Author receive any sum from 
Publisher in excess of Ten Thousand 
($10,000) Dollars. 

“On or before March 31st of the year 
1966, Publisher shall render to Author 
a statement of account of all earnings 
having accrued to Author through the 
close of the year 1965, and shall there- 
with pay to Author such amount, in its 
entirety, together with the balance of 
all excess amounts carried’ forward from 
any prior years as hereinabove provided, 
without limit as to amount, so that upon 
the rendering of such statement of ac 
count and payment of such amount, the 
balance, if any, in the account between 
Publisher and Author as at December 
31, 1965, shall be dissolved. 

“With respect to earnings accruing to 
Author during the year 1966 and suc. 
ceeding years, Publisher shall render to 
Author a statement of account, and 
make payment thereof, on or before 
March 3lst of the year following the 
accrual of such income. 

“It is further agreed, anything here- 
in contained to the contrary notwith- 
standing, 

1. that neither this agreement nor any 
of Author's rights hereunder is subject 
to assignment, hypothecation, or other 
alienatory disposition by Author, save 
only by reason of his death, and that 
no such purported assignment, hypothe- 
cation or other alienatory disposition 
(except upon the death of Author) shall 
be recognized by Publisher; 

2. that Publisher shall not be obli- 
gated in any manner to set aside, ear- 
mark, or otherwise to segregate any of 
the monies in its hands representing 
earnings accrued to Author; 

3. that in the event of the adjudica- 
tion of Publisher as bankrupt or in- 
solvent, or in the event Publisher enter 
into an arrangement with its creditors 
pursuant to the Bankruptcy Act, then, 
and at the time of any such adjudication 
or entry into any such arrangement, all 
earnings having accrued to Author shall 
be accelerated and immediately become 
due and payable to Author, regardless 
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of any of the foregoing provisions relat- 
ing to the deferment of payment of such 
earnings.” 

The clauses relating to the deferment 
of income during the years following 
publication are self-explanatory. The 
period of deferment may, of course, be 
adjusted to accommodate the circum- 
stances contemplated in the individual 


case. 


Timing of the contract 


All of the foregoing has been predi- 
cated on the major premise that our 
contractual implementation of the statu- 
tory formula will prevail against the pos- 
sible contention of the Commissioner 
that despite our “contrivance,” the 
author has in effect had the economic 
benefit of amounts credited to his ac- 
count in the year in which they accrued, 
and that the taxable event is not de- 
pendent upon actual receipt. Further, as 
is often the case, the author may have a 
pre-existing contract with the publisher, 
made, say, in 1957, on the strength of 
an outline of the work. The standard 
form of these contracts omits provision 
for the spreadback of earnings. After 
completion of the work, but before the 
accrual of income, is it too late to amend 
the agreement as suggested? 

A review of the cases leads to the 
conclusions that the agreement will be 
effective to charge the appointed years 
with the stipulated income and that an 
amendment of a pre-existing agreement, 
at least if accomplished prior to the ac- 
crual of income, will be equally effective. 
See Kay Kimbell, 41 BTA 940, Howard 
Veit, 8 TC 809, and James F. Oates, 18 
TC 570, aff'd. 207 F.2d 711 (7th Cir., 
1953). 

In the Oates case, under an insurance 
company’s contract with its agents, the 
latter were to receive commissions on 
renewal premiums after retirement, as 
such premiums were received by the 
company. On April 27, 1944, the tax- 
payer, an agent who was to retire three 
days later, entered into an agreement 
with the under which the 
actuarial value of his future (renewal) 
commissions was to be paid him in equal 
installments over the nine years follow- 
ing retirement. A deficiency was assessed 
for the difference between the commis- 
sions accrued in 1944 after retirement 
and the amounts actually received and 
reported. The taxpayer was sustained 
by the Tax Court. The Seventh Circuit, 
affirming, pointed out that the amended 
contract, in the nature of a novation 


company 


predicated on the extinguishment of 
the original contract, was valid and that 
under it the taxpayer had no right to 
receive anything more than the stipu- 
lated payments and “took no dominion 
over the accrued commissions other than 
to agree to receive them in cash install- 
ments as they matured under the con- 
tract. He did nothing to charge himself 
with the economic benefit to be derived 
from the accruing commissions, but, on 
the contrary, let them accumulate under 
an agreement whereby the company was 
to pay the same amount every month 
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rather than 
amounts.” 
The concluding sections of the sug- 
gested form, relieving the publisher of 
any possible obligation to segregate 
funds representing amounts which have 
accrued to the author and divesting the 
author of any right to assign the con- 
tract or otherwise to anticipate any of 
the proceeds flowing therefrom, are in- 
serted as additional precaution against 
any possible claim of receipt of economic 
benefit in respect of such accrued but 
unpaid earnings. ba 


constantly decreasing 


Supreme Court fails to clarify workers’ 


deductions when employed away from Konia 


7" U. S. SupREME Court’s most un- 
satisfactory decision in the Peurifoy 
(Nov. 10, 1958) case is a prime example 
of the disadvantage of resorting to litiga- 
tion to establish tax law. The Court had 
the opportunity here to settle the vexa- 
tious question of whether travel and liv- 
ing expenses of workers away from home 
(construction workers, etc.) are deducti- 
ble, but its decision was very narrow, 
and useless in settling the basic problem. 

Thousands and thousands of workers 
have jobs so far away from their families 
that they incur substantial travel ex- 
pense, and many of them have to pay 
for board and lodging near the job. The 
amount of this expense is large in rela- 
tion to their income and, if it is not de- 
ductible, the deficiencies are huge. Con- 
versely, if the deductions are allowed, 
there will be large windfall refunds to 
workers who took the jobs figuring that, 
even if the expenses were non-deduct- 
ible, the net pay would be adequate to 
compensate for it. 

The unions have been interested in 
getting a final answer. It is discussed at 
every Congressional tax hearing. There 
was even a special study of the problem 
(quoted below) by the House Cv imittee 
on Government Operations. The Tr 1s- 
ury corresponded publicly with Con- 
gressmen and formally adopted an in- 
terim policy waiting for the Peurifoy de- 
cision to come through. When that de- 
cision was handed down a few weeks 
ago, it gave no answer. The majority 
found that, although certiorari had been 
granted because lower courts had dif- 
fered in their interpretation of the 
Flowers case, it was “inappropriate” to 
consider that issue as the case was pre- 
sented. So the Court merely found that 


the court of appeals had made a “fair 
assessment of the record” and upheld 
its finding that the employment was not 
temporary and, therefore, the transpor- 
tation and board and lodging were not 
deductible. 


The long uncertainty 


Tax men who are familiar with the 
long slow process of establishing the law 
by means of test cases probably found 
nothing unusual in the inability of the 
IRS to establish a uniform, equitable 
rule and settle the liability of the tax- 
payers involved. How the whole con- 
troversy looked to those not steeped in 
taxes is shown in the report of the 
House Subcommittee on Governmental 
Operations, which described the situa- 
tion as it was last summer after certiorari 
had been granted in Peurifoy. “Early 
in 1956,” the 


“ 


subcommittee said, “a 


number of construction workers re- 
ported to the subcommittee that the IRS 
was refusing to allow as deductible . . . 


expenses incurred while they were em- 
ployed away from home. The IRS was 
claiming deficiencies in some cases back 
to 1953 on grounds that construction 
work was “indefinite” in duration—not 
“temporary’—or that the claim failed to 
meet the tests set up in the Flowers case 
(326 U.S. 465 (1946)).” 

In disallowing these deductions some 
IRS local offices used the following form 
letters: “You contend that your employ- 
ment was temporary and away from 
home. This argument misses the primary 
test set up in the Flowers case in that, 
to be deductible, the expenses not only 
must be incurred in traveling for busi- 
ness purposes, but also must have a di- 
rect connection with carrying on the 





108 +« The Journal of Taxation 


business of your employer. Since your 
employer does not require you to travel 
to perform your duties, the deduction 
claimed for travel expenses or expenses 
away from home may not be allowed.” 
“Actually,” the subcommittee con- 
“the Flowers case held that 
there must be a direct connection be- 
tween the expenditure and the carrying 
on of the trade or business of the tax- 


tinued, 


payer or of his employer.” 

The subcommittee said that, “On May 
4, 1956, following extended conferences 
between the subcommittee staff and IRS 
representatives, Commissioner Harring- 
ton wrote former Subcommittee Chair- 

Mollohan, that 
Flowers case was inapplicable. His letter 
the 
cision and those taking a similar ap- 
proach, to the extent they hold expenses 
are not “incurred in pursuit of business” 


man agreeing the 


reads in part: “Thus, Flowers de- 


because the employer did not require 
the taxpayer to travel in order to per- 
form his duties, do not constitute prece- 
dents to be followed in determining the 
deductibility of transportation and 
traveling expenses incurred by construc- 
tion workers.’ ”’ 

Commissioner Harrington’s letter con- 
tinued, ‘It is understood that the follow- 
ing situation is typical of many such 
cases: A taxpayer (1) follows his trade, 
as, for example, a welder; (2) is not regu- 
larly employed either for an indefinite 
period or at any single location; (3) is 
not an itinerant worker; (4) is a mem- 
ber of the local union in a particular 
city; (5) maintains his residence in or 
near that city; (6) has a business reason 
for working elsewhere, such as a short- 
age of work in that city; (7) accepts em- 
ployment elsewhere for various periods; 
none of which exceeds one year at any 
particular location; (8) procures such 
employment through his union and (9) 
evidences an intention to treat the city 
in or near which his residence is located 
as his regular place of business or em- 
ployment by keeping in touch with the 
employment either 
through his local union or otherwise. 

“While the Service has not attempted 


situation there, 


to prescribe any specific period as repre- 
senting a temporary period, employment 
of anticipated or actual duration of a 
year or more at a particular location 
would strongly indicate “in- 
definite” employment there, and cases 
involving such an absence should be 
carefully scrutinized. 


tend to 


“Accordingly, it is the opinion of this 
office that, where the facts set out in... 





February 1959 


this letter are present, a construction 
worker will be able to establish a ‘tax 
home” (his usual place of employment, 
or, in the absence thereof, his business 
headquarters) and will, therefore, be en- 
titled to deduct the ordinary and neces- 
sary traveling and transportation ex- 
penses occasioned by temporarily pur- 
suing his business away therefrom.” 

“Concurrently with the issuance of the 
May 4, 1956, letter,” the subcommittee 
noted, “the IRS was preparing a case 
against Peurifoy on the same issue, argu- 
ing that travel expenses were not de- 
ductible. The Tax Court held in favor 
of Peurifoy. IRS did not acquiesce in 
the decision and appealed. The court of 
appeals reversed the Tax Court, and 
the Supreme Court agreed to hear the 
case this fall.” 

Meantime, on July 18, 1958, Commis- 
sioner Harrington said, “After carefully 
reviewing the current situation as a 
whole, we [the IRS] are forwarding 
copies of the May 4, 1956, letter, to all 
Regional Commissioners and all 64 Dis- 
trict Directors’ offices with instructions 
that . the 1956 letter should be fol- 
lowed to the extent applicable in the 
disposition of cases involving the de- 
ductibility of away-from-home expenses 
of construction workers and similar em- 
ployees. Such action represents the adop- 
tion of an interim audit policy, in the 
interest of a greater degree of uniform- 
ity, pending the decision of the Supreme 
Court in the Peurifoy case and further 
study of the problem with the aid of 
such clarification of the law as 
opinion of the Court may provide.” 


the 


The Peurifoy opinion 

Now comes the long awaited decision. 
“We granted certiorari . . . to consider 
certain questions as to the application 
of Section 23(a)(1)(A) raised by the 
course of decisions in the lower courts 
since our decision in Flowers . . . How- 
ever, as the case has been presented to 
us, we have found it inappropriate to 
consider such questions. 

“. . . Generally, a taxpayer is entitled 
to deduct unreimbursed travel expenses 
under this subsection only when they 
are required by the ‘exigencies of busi- 
ness.’ Flowers, supra. Application of this 
general rule would require affirmance of 
the judgment of the court of appeals in 
the [Peurifoy] case. 

“To this rule, however, the Tax Court 
has engrafted an exception which allows 
a deduction for expenditures of the 
type made in this case when the tax- 





payer’s employment is ‘temporary,’ a7) 
‘inde. 
The respondent [i.e, 7 


contrasted with ‘indefinite’ 
terminate.’ 
the Commissioner—Ed.|does not in the} 
present case challenge the validity of . 


this exception to the general rule. 


or 





vid Hea en 


*: 


“Resolution of this case as presented 


to us turns, therefore, upon a narrow) 
question of fact—was the petitioners 5 
employment ‘temporary’ or ‘indefinite’? J 
The Tax Court, stating that ‘each case | 
must be decided upon the basis of its 
own 29 Te 
157, found that their employment was 
temporary. The court of appeals, also 
recognizing that the question was ‘one of 
fact,’ held that on the record the Tax 
Court’s finding of temporary employ- 
ment was ‘clearly erroneous.’ 

“In reviewing the Tax Court’s factual 
determination; the court of appeals has 
made a fair assessment of the record.” 


facts and circumstances,’ 


The Supreme Court dissent 


Three justices (Douglas, Black and J 


Whittaker) did not agree with the ma- J 
jority statement that application of the 
Flowers rule would require disallowance 
of the expenses. They thus agree with 
the concession made by the IRS in its 
famous letter to Congressman Mollohan 
in May, 1956. Justice Douglas, who 
wrote the dissenting opinion, said, “As 


Flowers indicated, the prerequisites to a § 


deduction for travel expenses 
threefold: The expenses must be reason- 
able and necessary; they must be in- 
curred while ‘away from home,’ and 
there must be a ‘direct connection be- 
tween the expenditure and the carrying 
on of the trade or business of the tax- 
payer or his employer.’ I think the tax- 
payers in this case have met those con- 
should the 
claimed deductions. 


ditions and be allowed 

“The meaning of ‘home’ was expressly 
left undecided in Flowers, but is square- 
ly presented in the instant case. I dis- 
agree with the Commissioner’s conten- 
tion that ‘home’ is synonymous with the 
situs of the employer’s business. Such 
a construction means that the taxpayer 
who is forced to travel from place to 
place to pursue his trade must carry 
his home on his back, regardless of the 
fact that he maintains his family at an 
abode which meets all accepted defini- 
tions of ‘home.’ I do not believe that 
Congress intended such a harsh result 
when it provided a deduction for travel- 
ing expenses. These construction work- 
ers do not have a permanent locus of 
employment as does the merchant or 
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factory worker. They are required to 
travel from job to job in order to prac- 
tice their trade. It would be an intoler- 
able burden for them to uproot their 
families whenever they change jobs if 
those jobs happen to take them to a dif- 
ferent locality. When they do not under- 
take this burden,” the dissent concluded, 
“they are living ‘away from home’ for 
the duration of the term of these jobs.” 





Perhaps we will have to wait for more 
litigation to make crystal clear the na- 
ture of business needs that will justify 
deduction. The brief majority comment 
that Peurifoy’s expenses are not required 
by business exigencies gives little guid- 
ance. Of course, there is always the hope 
that, if there is a new tax law this ses- 
sion of Congress, a clear-cut solution to 
this problem will be included in it. * 


New decisions affecting individuals 


*Sister in mental institution qualifies 
brother as head of household [Acquies- 
cence]. Taxpayer, a bachelor, claimed 
that he was the head of a household be- 
cause he maintained, in the language of 
household which con- 
stitutes for such taxable year the prin- 
cipal place of abode, as a member of 
such household” of his sister whom he 
supported. Actually the sister had been 
for six years in a mental institution, was 
aged 72 and, the taxpayer conceded, 
there was little likelihood that the sis- 
ter would ever live at home again. The 


se 


the Code, “a 


Tax Court concluded that taxpayer’s 
household was the sister’s principal place 
of abode when she entered the hospital 
and that no was ever estab- 
lished. It allowed him to compute his 
tax as the head of a household. Hein, 
28 TC 826, acq. IRB 1958-46. 


new one 


Dependency denied for failure to show 
total support. Taxpayer paid his ex-wife 
$200 a month, designated in their sepa- 
ration agreement as support for their 
daughter. The court denies taxpayer an 
exemption on the ground that he failed 
to prove that $200 was more than half 
the daughter’s total support. Boettiger, 
31 TC No. 49. 


Red Cross officer may deduct unreim- 
bursed expenses as contributions [Ac- 
quiescence]. Unreimbursed _ travel 
and lodging 
while away from home, paid by a mem- 
ber of the National Board of Governors 
of the American Red Cross are held to 
be charitable contributions. Cartan, 30 
PC 308, acq. IRB 1958-46. 


ex- 


penses, including meals 


Sheep-raiser’s loss held separate, not 
community [Certiorari denied]. At issue 
here is the amount of taxpayer’s carry- 
back from 1951 to 1950 on a loss from 
death of sheep. Taxpayer had married 
his second wife in 1951, and, if the loss 
occurred prior to the marriage, it was a 


loss of his separate property and he 
could carry it back to 1950. If the loss 
occurred after his marriage and was a 
loss of sheep acquired after the second 
marriage, it was a community loss and 
only one-half could be carried back. The 
district court had held merely that tax- 
payer had not borne the burden of 
proving the loss was separate. The Fifth 
Circuit reversed, finding the evidence 
clear that the loss was separate. Wasson, 
cert. den. Sp. Ct., 10/13/58. 


House not held for income; can’t deduct 
repairs or depreciation. Taxpayer pur- 
chased a home with the intention of 
renting it to his former wife and their 
son. After receiving rent for more than a 
year, he permitted them to occupy the 
premises indefinitely rent-free. The court 
finds the property was not held for the 
production of income during the rent- 
free occupancy, and the Commissioner 
correctly disallowed deductions for de- 
preciation and repair during that period. 
Walet, 31 TC No. 47. 


Purported transactions in bonds found 
to lack substance. A high-bracket tax- 
payer entered into a purported purchase 
of $30,000,000 of U. S. Treasury 134% 
notes by borrowing the purchase price 


at 254% interest on a pledge of the 
notes. The lending organization ob- 


tained the funds for the loan by selling 
short the notes pledged as collateral. 
The court finds the loan is without a 
legitimate purpose and the 
excess of interest paid is not deductible 
as “compensation for the use or for- 
bearance of money.” Similarly, the court 
disallows taxpayer’s claimed deduction 
for amortization of bond premiums and 
for the excess of interest paid over the 
interest received in connection with the 
purported purchase of $1,500,000 of Ap- 
palachian Electric Power bonds. Tax- 
payer made no down payment on the 
bonds and borrowed the entire purchase 


business 
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price, for which he gave a non-recourse 
note secured by the bonds. The court 
holds the transaction was lacking in com- 
mercial substance and was entered into 
by taxpayer solely with a view to reduc- 
ing his tax liability. Fox, TCM 1958-205. 


Real estate was community property de- 
spite probate treatment as joint. A sur- 
viving spouse’s basis for community 
property is computed as though it had 
been inherited. Here taxpayer claimed 
the date-of-death value and the court 
concedes it is proper, although the real 
estate in issue had been treated in the 
probate of her husband’s will as jointly 
held. [Had the property been jointly 
held, the surviving spouse would not 
receive a step-up in the basis of her in- 
terest in the property.—Ed.] McCollum, 
DC Okla., 11/12/58. 


Taxpayer living in another’s home can- 
not claim unrelated homeowner as de- 
pendent. Taxpayer and her son moved 
into the home of an unrelated woman 
and contributed most of the cash re- 
quired to run the house. The court finds 
the homeowner is not ‘“‘a member of the 
taxpayer’s household” and cannot be 
claimed by taxpayer as a dependent. 
Bombarger, 31 TC No. 48. 


Trailer moved from job site to job site 
is tax home for construction worker. 
Taxpayer was construction foreman of 
a “floating. crew” required to go any- 
where in Northern California that his 
employer, a public utility, might send 
him. In 1953 he was at one job site (San 
Rafael) for the entire year, except for six 
weeks in the summer and three months 
in the The Commissioner al- 
lowed him travel and lodging only while 
away from San Rafael. The court agrees, 
saying that taxpayer is like a_profes- 
sional musician whose home is at the 
hotels where he performs. The court 
finds taxpayer’s home was at San Rafael. 
Wood, TCM 1958--198; Similarly, Ullom, 
TCM 1958-201. 


winter. 


Travel expenses away from home not 
deductible by employee on indefinite 
assignment. The employment of a jour- 
neyman plumber residing in West Vir- 
ginia in the construction of an atomic 
plant in Ohio is held to be an “in- 
definite,” rather than a temporary, em- 
ployment. Accordingly, his cost of travel, 
meals and lodging expenses at the job 
site is not allowable as a deduction. 
Whitehead, TCM 1958-204. 
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Real contingencies important in unqualified 


pension plan—and beware of funding 


by HARLAN POMEROY 


A pension plan outside the Treasury’s rigid rules is very attractive—you can dis- 


criminate in favor of the highly paid employees, which permits the employer- corpo- 


ration to benefit an extremely small group, but the Code does not spell out for you 


the tax effect of an unqualified plan. To make such a plan usable, the tax man 


must devise one that will give the executive reasonable assurance that the deferred 


compensation will be there when payment time comes without making the eco- 


nomic benefit so certain that the executive is taxed currently. Mr. Pomeroy an- 


alyzes the principles that govern taxability under these plans and sets forth pro- 


visions that should defer the tax, as well as the income. 


A EMPLOYER who has a qualified pen- 
sion or profit-sharing plan gets an 
immediate deduction for contributions; 
the trust is not taxed on earnings pro- 
duced by the contribution and the em- 
ployee is not taxed until the benefits 
become available to him. Moreover, if 
the total benefits are paid to the em- 
ployee (or his beneficiary) within one 
tax year because of his death or separa- 
tion from service, the excess over the em- 
ployee’s cost is taxed as capital gain. 
Other benefits taxed as annuities 
under Section 72 of the Code. 


are 


The advantages of this type of de- 
ferred compensation to the employer 
and the employee are many. The em- 
ployee is protected because the em- 
ployer’s obligation to him has been se- 
cured by funding. The employer satis- 
fies his obligation in the year the services 
of the employee generate the obligation. 
Moreover, since income produced by the 
contribution will be earned free of in- 
come tax, the employer is able to pur- 
chase greater benefits than by a direct 
payment to the employee. 

From the tax standpoint, the most im- 
portant that the 
ployer gets an immediate income-tax de- 


advantages are em- 
duction in the amount of his contribu- 
tion and the employee or his bene- 
ficiary is not taxed until the benefits 
are made available to him. 

However, the 


requirements in the 


Code and Regulations for qualification 
may make a qualified plan unsuitable. 
For example, an employer may wish to 
give added incentive to a small group 
of employees; this cannot be done in 
a qualified plan because of the require- 
ment that it must not discriminate in 
favor of officers, shareholders, or super- 
visory or highly compensated employees. 

As a result of entirely proper motives 
and legitimate needs, deferred compen- 
sation plans or arrangements which do 
not qualify as pension or profit-sharing 
plans under the Code have been de- 
veloped. For tax purposes, these non- 
qualified deferred compensation agree- 
ments fall into two classes, funded and 
unfunded. 

The tax consequences to the employer 
under a funded, unqualified agreement 
depend upon whether or not the em- 
ployee’s rights are forfeitable when the 
contribution is made. According to the 
Regulations, an employee’s beneficial in- 
terest in the contribution is non-forfeit- 
able if there is no contingency under 
the plan which may cause the employee 
to lose his rights in the contribution. 

If the employee’s rights are non-for- 
feitable, the employee is taxed on the 
contribution in the year it is made al- 
though he receives no benefit until later 
years. And the employer gets an imme- 
diate deduction in the year of the con- 
tribution. 





If the employee’s rights are forfeivab" 
however, the employee is not taxed untj 
the benefits are made available to hin 
And this is so, even though his righ 
later become non-forfeitable. Moreover 
the employer never gets a deduction. 

These, indeed, are severe tax penaltigy” 
to pay for the privilege of using a nova 
qualified funded plan. Either the en 
ployee is taxed immediately (if hig7 
rights are non-forfeitable) or the em 
ployer never gets a deduction for hi 
contribution (if the employee's rights ar” 
forfeitable). Few employers and em 
ployees are willing to pay this price fo 
the privilege of using a non-qualified 
funded plan. 

As a result, employers who for any) 
reason wish to use a non-qualified plan} 
have turned to unfunded plans and, ay 
a consequenée, have found themselves in} 
the center of what is probably the mos) 
volatile and least settled area in the field 
of deferred compensation. ; 

Generally, if the arrangement is not 
funded and is a simple promise by anj 


a 
& 


employer to pay benefits to an employer) 
in the future, the employee is not taxed) 
until receipt of the benefits and the em’ 
ployer gets a deduction when the pay 
ment is made. However, this generaliza 
tion is subject to certain limitations. The? 
doctrines of (1) constructive receipt and 
(2) economic benefit must not be apy 
plicable. ' 
Under the doctrine of constructive re} 
ceipt, an employee is deemed to hawt 
taxable income in the year in which he? 
can demand and receive deferred com) 
pensation benefits although he does not 
in fact receive them. Under the doctrine? 
of economic benefit, an employee may 
have current taxable income if the em 
ployer’s grant of benefits payable in the) 
future has a present value. i 
In order to avoid the application of 
these doctrines of constructive receipt! 
and economic benefit, draftsmen have 
been including in deferred compensa 
tion agreements 
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numerous conditions / 





[Harlan Pomeroy, LL.B., is presently as 
sociated with the Cleveland, Ohio, law 
firm of Baker, Hostetler & Patterson. 
He is a former trial attorney and special 
assistant to the Attorney General in the 
Tax Division of the Department of Jus 
tice and a member of the Bars of Ohio 
and Connecticut. This article is drawn 
from a lecture delivered by him before 
the Fourth Annual Institute on Federal 
Taxation sponsored by the University of 
Dayton.} 
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and forfeiture provisions, some of which 
may not have any real purpose apart 
from tax considerations. Their objective, 
of course, is to make it impossible at 
any time prior to the actual date of pay- 
ment of benefits for the Commissioner 
to assign a value to the employee’s rights. 

[his is done by two principal means. 
Either the right itself is made contingent 
or the amount of the benefit is made de- 
pendent upon future events. 

Perhaps the simplest form of deferred 
compensation arrangement is an under- 
taking by an employer to pay an em- 
ployee, now 55 years old, a stated 
amount, say $500 a month, beginning 
when the employee reaches age 65. The 
vulnerability of the employee to income- 
tax liability, based on such an arrange- 
ment, prior to actual receipt of the 
monthly payments, can be measured by 
the difficulty with which a present value 
can be assigned to the employee’s rights. 

Of course, if the arrangement does 
not give the employee an enforcible 
right to receive the monthly payments 
when he reaches 65, but leaves the mat- 
ter to the employer’s discretion, it is 
virtually impossible to attach a present 
value to the employee’s rights. The 
same may be said if the employer has a 
long-continued practice of paying pen- 
sions to employees when they reach 65, 
although there is some danger that the 
Commissioner might view the arrange- 
ment as giving rise to an implied or 
moral obligation which might be evalu- 
ated. Although it is highly doubtful, as 
a practical matter, that the Commis- 
sioner will seek to tax the employee on a 
present value based upon so uncertain 
a commitment, leaving the matter to the 
employer's discretion may not be very 
reassuring to the employee. 

What about our simple enforcible 
promise to pay the employee $500 a 
month at 65? While I myself doubt that 
the Commissioner would seek to assign 
either a present value to the employee’s 
rights or a value when the employee 
reachés 65, other tax practitioners are 
sufficiently fearful of this possibility that 
they have been inserting conditions and 
forfeitures in deferred compensation 
agreements. 

Generally, as many conditions and for- 
feiture provisions as may be applicable 
to the particular employer-employee re- 
lationship are included in the plan. 
Care must be taken not to make these 
provisions unreasonable and hence sub- 
ject to attack as sham. For example, a 
covenant not to compete, if pertinent at 


all in the circumstances, should have 
reasonable time and/or geographical 
limitations in the light of the industry 
involved. 

There follows a list of some of these 
conditions which have been employed 
by tax practitioners: 

1. Employee must reach specified age 
before benefits begin. 

2. Employee must be in employ of 
employer at time specified for com- 
mencement of benefits. An exception 
may be made in the case of his earlier 
death while so employed. Further pro- 
vision may be made for (1) discharge 
or (2) resignation, and, in either case, 
(a) with cause and (b) without cause. 

3. Employee must be available for 
consulting service. An exception may be 
made in the case of his diszbility or 
death. 

4. Employee must not compete, 
within specified reasonable limits. If the 
employer goes out of business, this con- 
dition, like the preceding condition, 
means little. The same is true if che em- 
ployee dies and payments are made to 
his beneficiary. 

5. Amount of periodic benefit is made 
dependent upon employer's profits so 
that amount cannot be determined until 
shortly prior to date of payment. 

If the conditions should terminate or 
be fulfilled prior to the date of pay- 
ment, there is, of course, a danger that 
income might be considered accrued at 
the earlier date when the employee’s 
rights become unconditional. However, 
consistency would seem to require that 
the employee not be taxed when his 
unfunded, contingent rights become un- 
conditional. Thus, if an employee's in- 
terest is forfeitable under an unquali- 
fied but funded plan, the employee is 
taxed, not when his interest becomes 
non-forfeitable, but only when the bene- 
fits are later made available to him. 
(Regulations, Section  1-402(b)-1(a)). 
This conclusion is also supported by 
considerations of fairness and by the 
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specific treatment in Section 403(b)(6) 
of annuities purchased for employees of 
certain charitable organizations. The 
safest practice, of course, is to have as 
many of the conditions as possible con- 
tinue in effect throughout the period of 
payment of benefit, so that the re- 
cipient’s rights remain forfeitable prior 
to the date of payment. 

One final caution should be noted. 
If an employee is covered by both a 
qualified plan and a non-qualified plan, 
and a condition is imposed in the latter 
requiring him to render consulting serv- 
ice, capital-gain treatment might be 
denied a lump-sum payment made under 
the qualified plan on his separation from 
service on the ground that the require- 
ment that he continue to render ad- 
visory services would preclude a com- 
plete separation from service. 

In summary, a qualified plan is the 
surest way to defer compensation with 
the triple advantages of an immediate 
income-tax deduction for the employer, 
exemption from income tax of earnings 
derived from the employer’s contribu- 
tion and postponement of the bene- 
ficiary’s income-tax liability until bene- 
fits are available to him. Moreover, there 
is the added possible advantage of capi- 
tal-gain treatment for lump-sum _re- 
ceipt of benefits. If a qualified plan will 
not achieve the objectives of the parties 
then an unqualified plan is indicated. 
Since a funded, unqualified plan runs 
the risk of either an immediate tax for 
the employee or no deduction for the 
employer, it is likely that any unquali- 
fied plan which is used will remain un- 
funded. 

In order to minimize the threat 
of challenge by the Commissioner at the 
administrative level and possible costly 
litigation, reasonable conditions and for- 
feitures should be made a part of the 
unfunded, unqualified plan so that it is 
virtually impossible to evaluate the 
beneficiary's rights prior to the actual 
date on which benefits are paid. * 


New; compensation decisions this month 


Deceased employee’s beneficiaries taxed 
on distributions from pension trust. 
Distributions from a qualified pension 
trust to the beneficiaries of a decedent 
within one taxable year of the dis- 
tributee’s death are taxable as long-term 
capital gains. The beneficiaries had un- 
successfully sought to avoid a tax by 
arguing (1) under the terminology of the 





trusts they received trust “corpus”; and 
(2) since they rendered no services which 
produced the sums distributed, they were 
the recipients of tax-free gratuities. Hess, 
31 TC No. 20. 


Severance pay of commissioned officers 
not back pay. Lump-sum severance pay 
received by commissioned officers honor- 
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ably discharged pursuant to the Officers 
Personnel Act of 1947 is taxable com- 
pensation includible in gross income in 
the year received. However it is not 
“back pay”; it does not meét the test of 
“income from an employment” receiv- 
able for services over 36 months. That 
section of the Code defines employment 
as “an arrangement for performance of 
personal services to effect a par- 
ticular result.” Nor is it back pay. That 
Code section covers amounts for prior 
services unpaid for specified reasons 
such as bankruptcy, dispute over liabil- 
ity, etc, none of which applies here. 
Rev. Rul. 58-496. 


Death benefit stockholder-officer’s 
widow held gift, not income. Taxpayer's 


to 





Bank deposits method proper in absence 
of books. The court upholds the Com- 
missioner’s resort to the bank deposits 
method to determine taxpayer’s income 
from a dry goods business since he failed 
to keep and maintain books of account. 
Negligence penalties are sustained upon 
a finding that deficiencies for each of 
the years involved are due at least in 
part to negligence or intentional dis- 
regard of rules and Regulations. Gold- 
berg, TCM 1958-187. 


Mere failure of attorney to file returns 
not fraud. The fact that taxpayer’s em- 
ployer withheld tax at the source on 
salary and filed withholding statements 
is not reasonable cause for taxpayer’s 
failure to file timely verified income tax 
returns. The fraud penalty, however, is 
the bare failure 
of taxpayer, an attorney possessing some 
knowledge of the requirements of the 
tax law to file returns, does not amount 
to fraud with intent to 
Koeneman, TCM 1958-186. 


not sustained because 


evade tax. 


Fraud not proved by showing expense 
exceeded industry average. Taxpayer, a 
ship’s chandler, paid commissions to 
the officers of the ships to which it sold 
goods. It deducted an average of 14% 
as commissions. The Tax 
Court found that the commissions ac- 
tually paid averaged 7.5% and that the 
difference was due to fraud. This court 
reverses as to the fraud. Although tax- 
payer has the burden of proving his 
deductions, the Commissioner has the 
burden of proving fraud. Evidence that 


of its sales 
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husband had been one of the two prin- 
cipal stockholders of a corporation. He 
made an oral “gentlemen’s agreement” 
with the other principal that, if either 
predeceased his wife, the corporation 
would pay the husband’s salary to the 
widow for a year. Upon her husband's 
death taxpayer received $35,000 from 
the corporation under a corporate reso- 
lution stating that the payment was in 
consideration of decedent’s past services. 
The court holds that..the corporation 
was not bound in any way and the pay- 
ment was a gift, not income, to the 
wid .w. The court notes: that the Treas- 
ury has announced in TIR-87 that it 
would no longer litigate the taxability 
of voluntary payments under the 1939 
Code. Allinger, DC Mich., 11/17/58. 


taxpayer deducted amounts greatly in 
excess of the percentage of sales gen- 
erally paid to officers by chandlers does 
not meet the Commissioner’s burden of 
showing fraud by “clear and convincing 
evidence.” Valettt, CA-3, 10/17/58. 


Jury does not accept income recomputa- 
tion. The Commissioner recomputed tax- 
payer’s income for four years by refer- 
ence to his bank deposits. The jury, re- 
jecting these computations, finds no tax- 
able income in three of the years and a 
smaller income than computed for the 
other year. The jury also refuses to im- 
pose the penalty for failure to file re- 
turns. Evidence had indicated taxpayer 
was physically and mentally ill during 
these years. Ward, DC Tenn., 4/4/58. 


Doctor’s substantial omissions of in- 
come fraudulent. Considering all the 
evidence, the court finds a doctor’s fail- 
ure to report substantial amounts of in- 
come, which bypassed his books and 
records, was for the deliberate purpose 
of avoiding income tax. Returns filed 
by him for the years 1942 through 1947 
were, therefore, false and fraudulent 
with intent to evade tax. Deficiencies 
and penalties are substained. Bowlin, 31 
TC No. 22. 


Tax Court reversed on fraud penalty. 
For 1949 and 1950 the Commissioner 
recomputed taxpayer’s income by adding 
back certain checks issued by another 
businessman with whom taxpayer fre- 
quently gambled for high stakes and 
from whom taxpayer usually won. The 








Tax Court sustained the imposition ¢ 
fraud penalties for these two years. Thi 
court upholds the deficiencies, but 
verses as to the fraud penalties. No rey 
sons are given for this action. Corum 
CA-6, 10/24/58. 








Negligence penalty imposed on attorng 

for inadequate records. The Tax Coun 
decided numerous issues concerning un) 
reported income and erroneous deduly 
tions against the taxpayer. These inj) 
cluded the non-deductibility of moving 4 
expenses and the right to elect the in) 
stallment method of reporting capita 

gain if more than 30% of the proceed) 
was received in the year of sale. Thi 
court affirms these holdings and sustain a 
the imposition of the negligence penalty : 
on the ground that taxpayer's record) 
were inadequate. As an attorney, hey 



















cannot claim ignorance as an excuse for 
his flagrant disregard of the Regulation) 
Fihe, CA-9, 10/21/58. 


Resort to net worth method upheld. 
During the years in taxpayer 
realized substantial amounts of incomely 
from various sources, including a mer™ 
cantile business, the purchase at discount 
of first and second mortgage notes si) 
cured by real estate, the collection off 
rents and interest, and investments inl 
securities. On the ground that taxpayers 
records were inadequate and incomplete, 


issue 


the Commissioner is held justified in 
his resort to the net worth method off 
reconstructing taxpayer's net incomely 
Furthermore, because of taxpayer's fail 
ure co-operate with the revenue 
agents, his consistent understatements of 
income and his above average education, 
a part of the deficiencies for each of the 
years 1945-1951 is found to be due to 
fraud with intent to evade tax. Vise, 310 
TC No. 24. | 


to 


Gambler's losses and expenses deter, 
mined under Cohan rule. A registered) 
professional gambler reported, as other§ 
income, gains from wagering. Becausey 
of the lack of books and records, he wash 
not able to furnish any specific figures 
as to the pay-outs or as to the legitimate 
expenses incurred. The court applies the 
Cohan rule to determine the deductible 
losses and expenses. It also approves the 
negligence penalty for taxpayer’s failure 
to keep and maintain books and records. 
Harbin, TOM 1958-190. 








Deficiency upheld upon taxpayer's fail 
ure to meet burden of proof. The pres: 
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dent of taxpayer foundation (its tax 
exempt status had been retroactively re- 
voked) did not make available to the 
examining agents the books and records 
of the foundation. Deficiencies and ad- 
ditions to tax computed by the Commis- 
sioner by resort to third-party records are 
sustained. Oxygen Therapy Research 
Fdn., TCM 1958-192. 


Commissioner need not show likely 
source of income to explain net worth 
increase. This case had been previously 
remanded to the Tax Court to deter- 
mine whether taxpayer had a likely 
source of income to explain his net 
The Tax Court inter- 
preted the remand to mean that, in a 


worth increase. 
net worth proceeding, it is incumbent on 
the Commissioner to prove a likely 
source of taxable income by affirmative 
evidence and found for the taxpayer. 
Thereafter the Supreme Court held in 
Massei, (355 U.S. 595) that, if possible 
sources of non-taxable income are nega- 
tived, there is no necessity for proof of 
a likely source of taxable income. Conse- 
quently this court again remands this 
case to the Tax Court to determine 
whether the Commissioner has negated 
possible sources of non-taxable income. 
Thomas, CA-1, 11/19/58. 


Tax deficiencies and penalties do not 
affect net worth computation [Certiorari 
denied|. In a previous decision the 
Fourth Circuit remanded the case to 
the Tax Court to strike the fraud pen- 
alty on the wife because a joint return 
had not been filed. On remand, tax- 
payer attempted to raise the issue of 
whether the tax deficiencies and penal- 
ties should be deducted from his net 
worth in computing income under the 
net worth method. The circuit court 
affirmed the Tax Court holding that this 
new issue was not within the mandate 
for review. At any rate, the court found 
no merit to taxpayer’s contention since 
the tax and penalties would not be 
proper deductions in arriving at tax- 
able income. Romm, cert. den., Sp. Ct., 
10/13/58. 


Negligence penalty proper though will- 
ful neglect not shown. Taxpayer had 
for many years made it her practice to 
take the initiative in calling her ac- 
countant to prepare returns. The court 
holds that the prolonged illness of the 
accountant does not excuse her from the 
delinquency penalties-for her failure. to 
file returns for 1944 through 1949 until 


New fraud and negligence decisions »* 


1952. To be relieved of the delinquency 
penalty, taxpayer must show reasonable 
cause for the late filing; mere lack of 
willfulness is insufficient. Schmidt, CA-9, 
11/7/58. 


Net worth reconstruction upheld. Tax- 
payer, a dentist, claimed a cash hoard at 
the beginning of the net worth period. 
However, his proof was insufficient to 
rebut the presumption in favor of the 
Commissioner’s computation. The fact 
that the gross income reported for his 
dental practice bore no relation to the 
income figures he entered in his appoint- 
ment book was evidence of fraud, and 
the fraud penalties are upheld. Conway, 
DC Mass., 10/16/58. 


Reliance upon accountant does not ex- 
cuse failure to file. The mere fact that 
taxpayer leaves to a public accountant 
the responsibility of preparing his in- 
come tax returns is not sufficient to show 
that his failure to file timely declarations 
of estimated tax was due to reasonable 
cause, especially if taxpayer has not 
demonstrated that the accountant was 
qualified to advise on 
Phillips, TCM 1958-183. 


tax matters. 


Shrimper’s understatement not fraudu- 
lent. Taxpayer was a shrimper with 
little or no education. The Commis- 
sioner showed, by net worth computa- 





Partner’s loss on stock was capital. Com- 
menting that the case is difficult be- 
cause of lack of clarity as to the nature 
of taxpayer's claim, the court finds that 
taxpayer suffered a capital loss when he 
assigned his partnership interest in cer- 
tain stock to his partner in consideration 
of the partner’s paying a debt of the 
partnership. The court sees no reason 
for considering the taxpayer’s partner- 
ship interest in the stock as other than 
capital. Hensley, 31 TC No. 35. 


Wife investing gift capital not recog- 
nized as partner. With capital given 
her by her husband, a wife invested in 
two partnerships operating taxis. Al- 
though she performed relatively in- 
consequential services, she received sub- 
stantial distributions of profits, most of 
which was invested in projects which in- 
terested her husband. The Tax Court 
concluded that the parties at no time in- 
tended that the wife be a bona fide part- 
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tions, that he understated his income 
for the years 1942-1952. The court finds 
the understatement insufficient evidence 
to establish fraud in the absence of a 
showing of deliberate intent to evade 
tax. Assessment of the deficicncies is, 
therefore, barred by the statute of limi- 
tations. Marinzulich, 31 TC No. 50. 


Treasury can’t subpoena records of for- 
eign branch of U. S. bank. This court 
rules that the Treasury can’t require the 
production of the records of a foreign 
branch of a U. S. national bank. The 
Federal statute chartering national banks 
provide that the accounts of the foreign 
branches shall be maintained separately 
from the accounts of the home office 
and it had been held that a trustee in 
bankruptcy could not obtain them by 
subpoena. The Treasury has no better 
right. First National City Bank of New 
York, DCN. Y., 9/22/58. 


Money from narcotics traffic found to 
be U. S. income. A month after he 
entered the U. S. from Mexico, taxpayer 
was arrested for illicit dealings in nar- 
cotics. The money in his possession was 
assumed to represent income received 
in this country from these dealings. Since 
taxpayer failed to prove to the contrary, 
the court holds it is properly applicable 
to his income tax obligation. Farina, DC 
N. Y., 6/11/58. 


ner. This court affirms. Niederkrome, 
CA-9, 11/10/58. 


Partners permitted to deduct payments 
for use of trust capital in their busi- 
ness [Acquiescence}. Although a partner- 
ship among taxpayers and several trusts 
established by them for the benefit of 
their respective wives and children had 
been held invalid for tax purposes, tax- 
payers were permitted to deduct reason- 
able allowances paid or credited to the 
trusts for the use of trust capital in the 
business. Stanback, 27 TC 1, acq. IRB 
1958-46. 





BINDERS for The Journal of Taxation 
are available; each binder holds two 
volumes (12 copies). Price: $3 each, 
plus shipping. Specify whether binder 
is wanted for Vols. 1 & 2 (June ’54-June 
55), Vols. 3 & 4 (July '55-June °56 or 
Vols. 5 & 6 (July ‘56-June °57). Order 
from The Journal of Taxation, 147 East 
50 Street, New York 22. 
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New... for 1958 
THE FEDERAL INCOME TAX CALCULATOR 


Last year we yielded to many requests and suggestions for a small economy size edition of The Fede 
Income Tax Calculator. Result — many more requests for the old familiar, easy to read, 1954 edition 


ee 


So — we took the fancy dress suit off the 1954 edition, and put on some working clothes. We also gave | 
some more muscle by adding twenty more pages of the fine detail. 


We also have a special section for corporations. 


RESULT — The most complete and useful Calculator we have ever published. 


* 


And now — look on the opposite page. This is something you can use right now — 


1958 Self-Employment Tax Calculator showing at a glance exactly 
334% of any amount of self-employment income. 


This is the principle we use in The Federal Income Tax Calculator — the more detail in the tax tabi 
the less detail you need on your work sheet, and the detail is at your finger tips. 


an et ee ee a eel 


We give you a copy of the Self-Employment Tax Calculator with 
every Federal Income Tax Calculator. 


Does your present Tax Calculator make you write down four or five operations to get the answer, and is 
loaded with stuff you can get free from your bank, and which very few people understand? 


Change to The Federal Income Tax Calculator. Most answers 


require only two operations which you can add in your head 
without any scribbling. 


The Federal Income Tax Calculator is all muscle—100% utility 
from cover to cover. 





BEST NEWS OF ALL IS THE DOWN-TO-EARTH PRICE. 


7 


ee.) «6 ek ee ey 4 ne eS ww ese ew kk tO 
Fa en ae a ek ee ER eae 
eerieieies .« . 1s 4 Twenty-five copies . . . .... + 460i 


‘An extra copy on the side Keeps an office well supplied.” 


A service of: Paramount Publishing Co., Inc 
P. O. Box 9082 Charlotte, N. C. 
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Self-Employment Tax Calculator for 1958—3% % 


150 


160 
170 
180 


200 


210 
220 
230 
240 
250 


260 
270 
280 
290 
300 


310 
320 


340 
350 


360 
370 
380 
390 
400 


410 
420 
430 
440 
450 


460 
470 
480 
490 
500 


510 
520 
530 
540 
550 


560 
570 
580 


600 


From 


0.15 
0.45 
0.75 
1.04 
1.34 


1.63 
1.93 
2.23 
2.52 
2.82 


3.12 
3.41 
3.71 


4.30 





610 
620 
630 


650 


670 
680 


700 


710 
720 
730 
740 
750 


760 





20.59 
20.93 
21.26 


21.94 


22.28 
22.61 


37.46 


38.14 
38.48 
38.81 


39.15 
39.49 
39.83 
40.16 
40.50 


From 


4.60 
4.89 
5.19 
5.49 
5.78 


6.08 
6.38 
6.67 
6.97 
7.26 


7.56 
7.86 
8.15 
8.45 
8.75 





1,400 


1,420 
1,430 


1,450 


1,460 
1,470 


| 
| 
| 
x ss 
| 


| 1,490 
| 1,500 
1,510 


40.84 
41.18 
41.51 
41.85 
42.19 


42.53 


43.20 
43.54 
43.88 


44.21 
44.55 


45.23 
45.56 


45.90 
46.24 
46.58 
46.91 
47.25 


47.59 
47.93 
48.26 


48.94 


49.28 
49.61 
49.95 
50.29 
50.63 


50.96 
51.30 
51.64 
51.98 
52.31 


52.65 


53.33 
53.66 
54.00 


54.34 


55.01 
55.35 
55.69 


56.03 
56.36 


57.04 
57.38 


57.71 
58.05 
58.39 
58.73 
59.06 


59.40 
59.74 
60.08 
60.41 
60.75 











Table | 
1,810 61.09 | 2,410 
1 61.43 2,420 
1830 61.76 | 2,430 
1 62.10 | 2,440 
1 6244 | 2,450 
1 62.78 | 2,460 
1870 63.11 | 2,70 
1 63.45 2,480 
1 63.79 2,490 
1 64.13 2,500 
1 64.46 2,510 
1 64.89 2,520 
1 65.14 2,530 
1 65.48 2,540 
1 65.81 2,550 
1,960 66.15 2,560 
66.49 2,570 
1,980 66.83 2,580 
1,990 67.16 2,590 
2,000 67.50 2,600 
| 

2,010 6784 | 2610 
2,020 68.18 2,620 
2,030 68.51 2,630 
2,040 68.85 2,640 
2,050 69.19 2,650 
2,060 69.53 2,660 
2,070 69.86 2,670 
2,080 70.20 2,680 
2,090 70.54 2,690 
2,100 70.88 2,700 
2,110 = 71.21 2,710 
2,120 71.55 2,720 
2,130 71.89 2,730 
2,140 72.23 2,740 
2,150 72.56 2,750 
2,160 72.90 2,760 
2,170 73.24 2,770 
2,180 73.58 2,780 
2,190 73.91 2,790 
2,200 74.25 2,800 
2,210 74.59 2,810 
2,200 74.93 2,820 
2,230 75.26 2,830 
2,240 75.60 2,840 
2,250 75.94 2,850 
2,260 76.28 2,860 

| 2,270 76.61 2,870 
2,280 76.95 2,880 
2,290 77.29 2,890 
2,300 77.63 2,900 

| 
2,310 77.96 2,910 
2,320 78.30 2,920 
2,330 78.64 2,930 
2,340 78.98 2,940 
2,350 79.31 2,950 
2,360 79.65 2,960 
2370 79.99 | 2970 
2,380 80.33 | 2,980 
2,390 8066 | 2,990 
2400 81.00 | 3,000 

From To Add 

9.04 9.33 31 

9.34 9.62 32 

9.63 9.92 : 

9.93 9.99 : 


88.09 


89.44 


89.78 
90.11 
90.45 


91.13 


91.46 
91.80 
92.14 
92.48 
92.81 


93.15 
93.49 
93.83 
94.16 
94.50 


94.84 
95.18 
95.51 
95.85 
96.19 


96.53 
96.86 
97.20 
97.54 
97.88 


98.21 
98.55 
98.89 
99.23 
99.56 


99.90 
100.24 
100.58 
100.91 
101.25 





3,010 101.59 


3,020 101.93 
3,030 102.26 
3,040 102.60 
3,05¢ 102.94 
3,060 103.28 
3,070 =103.61 
3,080 103.95 
3,090 104.29 
3,100 104.63 
3,110 104.96 
3,120 105.30 
3,130 105.64 
3,140 105.98 
3,150 106.31 
3,160 106.65 
3,170 106.99 
3,180 107.33 
3,190 107.66 
3,200 108.00 
3,210 108.34 
3,220 108.68 
3,230 109.01 
3,240 109.35 
3,250 109.69 
3,260 110.03 


3,270 110.36 
3,280 110.70 


3,290 111.04 
3,300 «111.38 
3,310 111.71 


3,320 112.05 
3,330 112.39 
3,340 112.73 


3,350 113.06 
3,360 113.40 
3,370 113.74 
3,380 114.08 
3,390 114.41 
3400 114.75 
3410 115.09 


3420 115.43 
3430 115.76 


3440 116.10 
3450 116.44 
3460 116.78 
3470 117.11 


3480 117.45 
3,490 117.79 
3,500 118.13 


3,510 118.46 
3,520 118.80 
3,530 119.14 


3,540 119.48 
3,550 119.81 
3,560 120.15 
3,570 120.49 
3,580 120.83 
3,590 121.16 
3,600 121.50 

Table I! 


3,750 
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4,000 


121.84 


This chart has been prepared by the publishers of The Federal Income Tox Calculator 
for the convenience of subscribers in computing the tax of 334% or self-employment 


income. 


Example: Self employment income 


Tax on $3,180.00 from Table | 
5.18 from Table I 


Tox 


Tox 


$3,185.18 
$ 107.33 
7 


$ 107.50 
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NEW DEVELOPMENTS IN 


Tax policy & legislation 


CTITIONER 


Rep. Mills gives clue to Congressional 


tax thinking; direction of change revealed 


— tax men would 
quarrel with the approach to future 
tax changes outlined by the Chairman 
Ways and Means Com- 
mittee, Wilbur D. Mills, recently. Tax 
practitioners are always trying to size 
up the future trend of taxes to figure 
out whether or accelerate in- 
come and taxes and in general to plan 
so their clients get the best possible 
Mr. Mills, the country’s most 
influential tax legislator, outlined what 
many believe to be future Federal tax 
policy. 

“I have for years urged that the tax 
system be re-examined and placed on 
realistic said Mr. Mills. 
“I have urged that the rate structure 
be modified in conjunction with a more 
uniform application of the tax base. I 
believe that this reassessment becomes 
all the more necessary if revenue goals 
must remain high and our revenue sys- 


PROFESSIONAL 


of the House 


to defer 


treatment. 


a more basis,” 


tem is to withstand the stress and strain 
high levels of Govern- 
ment spending. There are several factors 


occasioned by 


which I believe must be kept in mind in 
reassessment and I am 
that you can add many more.” 

Specific points made by Mr. Mills in 
his speech at the National Tax Associa- 
tion were, in his own words: 

First, we must always bear in mind in 
any revision that the basic reason for 
having a tax system is, in the long run, 
to raise such revenues as are required to 
defray the cost of Government. 

Next, of our tax laws 
should take account of the fact that we 
want and need a growing economy, both 
for the maintenance of our world leader- 
ship and also to improve our standard 
of living here at home. To obtain this 
growth, we must, of course, encourage 
investment. Implicit in this, for ex- 
ample, is the need to review the rates 
of progression in our income tax 
brackets. We will also want to re-exam- 


any such sure 


any revision 


ine such things as the period of time 
over which capital outlays can be re- 
covered out of profit before taxes. While 
we are encouraging investment, how- 
ever, we must be careful that we do not 
build up substantial unused productive 
capacity. 

Different kinds of investment will 
lead to different rates of growth. The 
interest of Congress in the last session 
in emphasizing aid for the venturesome 
types of investment can be illustrated 
by some of the special features added 
for the encouragement of small and new 
businesses. I am referring particularly to 
the ordinary loss treatment provided for 
losses realized on small business stock 
and the extension of the net operating 
loss carryback for one more year. 

Another factor to be considered in 
any re-evaluation of our tax structure is 
its fairness as between taxpayers. This is 
not just a question of morality or fair 
play—although this alone would be 
enough to make such a factor a major 
consideration—but also it is essential to 
a self-assessment tax system wherein the 
amount paid depends upon the volun- 
tary reporting of each individual tax- 
payer. We must do all we can to be sure 
that this reporting under any revision 
is done on a full and equal basis and 
that the administration of the IRS is 
geared to the maintenance of such a 
system. Otherwise, if taxpayers should 
come to believe that their neighbors 
or friends are substantially underreport- 
ing their income and getting away with 
it, many of them would soon be follow- 
ing suit. This would happen if tax- 
payers should conclude that the law it- 
self is unfair as between taxpayers. If 
this should occur on a large scale, the 
collection of large revenues from income 
taxes would become a thing of the past. 
Difficulties of this type are not illusory. 
In many countries even now it is im- 
possible to obtain a satisfactory self-re- 


porting for their income tax purposes 


Closely allied to the need for fairness 
among taxpayers is the fact that the tax 
system should be in accord with the prin. 
ciple of ability to pay. In some quarters 
this is now viewed as an unacceptable 
tenet for taxation. Nevertheless, I be 
lieve that moderate and realistic pro 
gression in an income tax system is essen- 
tial to fairness between taxpayers. 

Our tax system should be as nearly 
neutral as possible in its effect on de 
cisions made by taxpayers. I except 
from this rule overriding considerations 


such as the growth of the economy and) 


economic stability. However it is only by 
keeping a tax system neutral as between 
decisions which must be made by a tax. 
payer that we can have any assurance 
that decisions wall be based upon the 
economics of the market place rather 
than arbitrary happenstances of the tax 
structure itself. 

Some of the most difficult decisions 
that we as tax legislators face involve re- 
quests for special tax benefits, or in- 
centives, for some obviously worth-while 
objective. But the world is full of worth- 
while objectives and, if we were to give 
special tax benefits for even a small pro- 
portion of these new requests, our tax 
structure would surely be riddled with 
unfairness. A review of some features 
of this type, already in the existing tax 
system, represents one of the more im- 
portant aspects of any reassessment of 
the present tax structure. 

In many respects simplicity in a tax 
system probably is the most illusive of 
the goals we seek. To some extent this 
is because of the complicated nature of 
many of our business enterprises. 

True simplicity, however, is not 
necessarily synonymous with a simple 
statute. True simplicity goes more to 
the substance than to the form—that is, 
it must accord the same tax treatment to 


what is essentially the same type off 


operation irrespective of the form in 
which it is cast. Not to provide the same 
taxation in such cases is to encourage 
the taxpayer to use complex gimmicks 
which ultimately are likely to be reflect- 
ed in the tax laws as well. Simplicity is 
also related to the principle of neutral- 
ity I have already discussed. Unless we 
hold to a minimum the special tax 
benefits and privileges accorded various 
types of taxpayers, we cannot hope for 
simplicity in our tax laws. 

To some, a re-examination of our 
tax structure suggests a shift away from 
income taxes as our chief reliance and 
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the substitution, or addition, of a sales 
tax. Although I would not want to close 
the door on the consideration of any 
type of tax under some future contin- 
gency, I do not believe it would be wise 
for the Federal Government to adopt a 
general sales tax at this time. My exper- 
ience with excise taxes in the Excise Tax 
Technical Changes Act—and these excises 
are in reality selective sales taxes—also 
suggests to me that sales taxes are not 
as free of administrative complications 
as many may blithely assume. 

[his re-examination of our tax struc- 
ture, if it is to be useful and permanent 
in nature, must be done slowly and 
carefully. In large part I believe it must 
be done through study and work by 
the responsible tax committees and their 
staffs, and the Treasury and IRS. How- 
ever, I believe that advisory groups 
under the supervision of the tax com- 
mittees will be useful in undertaking 
special studies. Advisory groups used in 
this manner appear to me to be pre- 
ferable to outside commissions because 
they can work more closely with the re- 
sponsible tax committees and their staffs. 
Members of independent commissions, 
even though they have a good grasp of 
the major problems of the tax system, 
may lack a knowledge of the more tech- 
nical and detailed problems which can 
substantially modify the workability of 
any set of recommendations. Moreover, 
since they cannot have the ultimate re- 
sponsibility for the enactment of tax 
legislation, they may be inclined to slide 
which make particular 
answers to problems impractical. 


over issues 


Practitioners’ advice helpful 


The Ways and Means Committee al- 
ready has had limited experience in 
working with advisory groups and has 
found their advice and help to be of 
substantial value in special areas. Over 
the last two years, for example, we have 
had advisory groups considering pos- 
sible changes in the tax treatment ac- 
corded estates and trusts, partnerships 
and corporations upon reorganization 
or liquidation. In addition, an advisory 
group has considered the administration 
of the income tax laws. These groups, 
which are composed of outstanding ex- 
perts in these highly specialized fields, 
have worked long and diligently and 
have come up with many suggestions 
which I believe will be incorporated into 
legislation. In fact, I hope that it will 
be possible for the Committee to con- 
sider and report out in 1959 legislation 


covering many of the recommendations 
of these advisory groups. 


Insurance and co-operatives 


Along with this I am in hopes that 
it will be possible for the committee to 
take action in the development of a 
permanent formula for the taxation of 
life insurance companies and for us to 
consider modifications in the tax treat- 
ment of co-operatives. Thus, I believe 
that in the coming year we will be able 
to take some steps towards the review 
and revision of our Federal tax struc- 
ture. I do not pretend, however, that 
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these are major steps of the type earlier 
discussed, nor do I believe that we are 
as yet prepared to make major revisions 
that satisfy the need of a broader tax 
base. I do, however, hope that in the 
coming year it will be possible for us to 
begin the selection of areas and topics 
for what will ultimately result in a 
broad-scale revision of our tax system. 

We all hope that it will be possible 
to reduce our level of taxation, that 
this may be accomplished through ex- 
penditure reductions on one hand and 
growth in our revenues on the other 
hand. w 


New excess profits tax decisions 


World War II EPT variable credit regu- 
lation constitutional. These Regulations 
provide that, where increased earnings 
in an excess profits tax year are due to 
an expansion to which taxpayer had 
committed itself during the base period, 
the extent to which the change in the 
capacity for production actually entered 
into the business of the taxpayer in such 
excess profits tax year shall be the ex- 
tent to which a change in the produc- 
tive capacity is deemed to have existed 
in December, 1939. Thus, if not full, 
but only part productive capacity was 
attained in any one profit year, only 
part productive capacity would be al- 
lowed in computing ‘ax payer’s construc- 
tive income during the base period. Tax- 
payer claims that there is no statutory 
justification for this rule and that the 
full productive capacity should be al- 
lowed, whether or not such full produc- 
tive Capacity was actually attained dur- 
ing the excess profits tax year. The court 
holds that the regulation is a reasonable 
construction of the statute and thus con- 
stitutional. Crowell-Collier Publishing 
Co., CA-2, 10/7/58. 


New corporation status for EPT denied. 
Under the Korean excess profits tax, a 
new corporation enjoyed certain ad- 
vantages. This status, however, was not 
available to a corporation which was an 
outgrowth of an old corporation under 
the same control. Taxpayer’s principal 
stockholder had given an outsider an 
option to purchase all of his shares. Al- 
though the option was never exercised, 
taxpayer contended the shares must be 
attributed to the optionee. Thus, there 
would be the requisite change in control 
to constitute taxpayer a new corpora- 
tion. The court rejects this argument. 





Attribution of stock can be used to show 
uninterrupted control by the same 
group, but it cannot be used afhrma- 
tively by the corporation to give it a 
preferential status. Don McMillian, Inc., 
DC Tex., 10/4/58. 


Thrift certificates qualify as borrowed 
capital. Non-negotiable thrift certificates 
issued by industrial loan corporations 
to customers to evidence the receipt of 
funds were held by the Tax Court to be 
in the nature of “pass books” evidenc- 
ing deposits, rather than investment se- 
curities. This court reverses. Taxpayer 
is not a bank or performing banking 
functions. Accordingly, the certificates 
qualify as “certificates of indebtedness” 
and are to be taken into account in de- 
termining borrowed invested capital for 
excess profits tax purposes. Jackson 
Finance & Thrift Co., CA-10, 10/21/58. 


Sec. 722 relief allowed retail department 
store; denied shoe manufacturer. A re- 
tail department store is granted excess 
profits tax relief under Section 722 on 
the ground that the construction of a 
new building, to which action it was 
committed prior to 1940, constituted a 
change in the character of its business 
during the base period. It is also held 
entitled to additional relief because of 
a difference during the base period in 
the ratio of its non-borrowed capital to 
its total capital. Hecht Co., 31 TC No. 
38. A shoe manufacturer, however, is 
denied similar relief for having failed 
to establish an amount to be used as its 
constructive average base period net in- 
come which would produce excess profits 
credits greater than the credits based on 
invested capital allowed by the IRS, 
N. Hess’ Sons, Inc., 31 TC No. 39. 
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MANNING 


How to choose right property and method of 


giving to benefit from gifts to charity 


by GEORGE E. RAY and OLIVER W. HAMMONDS 


Almost unbelievable benefits in the form of ready cash result from certain kinds of 


charitable giving. When such rich opportunities exist, it is natural that the pressure 


to take advantage of these tax devices will create a very complicated technical sit- 


uation. The choices of type of asset, value, basis are all critical details. Devices to 


move deductions from one year to another exist; trusts can do what straight gifts 


cannot. This article cites the alternatives, discusses the advantages and pitfalls and 


generally explains the principles involved in obtaining these tax savings. 


" PROPERTY which is 
particularly suited for gifts to charity, 
find it in the form of 
depreciable assets which have been sub- 


LOOKING FOR 


one can often 
stantially depreciated for tax purposes 
in the hands of the donor. In such case, 
his tax basis will be low in relation to 
the present market value of the prop- 
erty; he can get a deduction for present 
value on an asset which otherwise would 
have little tax advantage. If the value, 
as well as the depreciated cost basis, is 
low in relation to original cost, the gift 
offers no tax leverage and the taxpayer 
may do well to sell the property and 
contribute the cash, thereby getting a 
deduction for the loss on the sale, as 
well as the deduction for the charitable 
contribution. Here are some of the possi- 


bilities. 
Crops and inventories 

Some enterprising taxpayers have con- 
cluded that growing crops would con- 
stitute a good type of property to use for 
charitable gifts, since the expense of 
raising the crops constitutes a tax-deduct- 
ible expense. Instead of paying taxes 
that would result from selling the crops, 
the taxpayers took a charitable deduc- 
tion for the value of the crop at the time 
it was ready for the market. The Com- 
missioner has not looked on this particu- 
lar type of transaction with favor. He 
originally took the position! that, even 
though the farmer who gave his crops 
to a charity was entitled to a charitable 


deduction for the fair market value of 
the crops, he must at the same time in- 
clude that same fair market value in his 
gross so that the unrealized 
profit on the crop would be taxed. The 
courts refused to go along with the Com- 
missioner in this position.2 The Commis- 
sioner has changed his position in the 
light of the courts’ decisions, and now 
holds that, although the farmer is en- 
titled to the charitable deduction which 
he claims, he must, in order to forestall 
the double deduction, eliminate from 
his expense deductions all the cost to 
him involved in the year of contribution 
in growing the crops. Costs incurred in 
prior years must be used to reduce his 
cost of goods sold in the year of contri- 
bution.3 

Whether the courts will go along with 
the Commissioner’s new position remains 
to be seen. The Treasury Regulations 
provide that, if the contribution is made 
in property of a type which the taxpayer 
sells in the course of his business, the 
fair market value is the price he would 
have received if he had sold the prop- 
erty in “the lowest usual market” in 
which he customarily sells.4 In the mean- 
time, if prospective donors are thinking 
of making charitable contributions in 
the form of property, as distinguished 
from cash, it would be well to bear in 
mind that growing crops and inventory 
items will probably involve controversy 
with the Commissioner, whereas gifts of 
securities and property which is not a 


income 






product of the taxpayer’s business 
such will be more suitable for charitabj 
gifts and will escape this tax controvery 





Stock rights and options 

There are many interesting possibilj 
ties when one considers some of th 
various types of property that may hy 
used for a charitable gift. The Ty 
Court recently upheld the deduction dj 
a charitable contribution to a family 
foundation for the market value of ay 
rights over a two-story building whidly 
had a foundation adequate for five mor 
stories.5 The 1954 Code, in Section 30) 
provides an opportunity to make a dy 
ductible gift to charity of tax-free stodjy 
rights without the allocation of any par 
of the cost of the stock to the rights.6 i) 
is possible fay a taxpayer to bail oy 
corporate earnings tax-free through # 
gift to a charity of preferred stock whidy 
under Section 306 of the Code, wouli 
result in ordinary income, rather thay 
capital gain, if redeemed by the corpo 
ration itself, provided there was no pre 
arranged plan for redemption.7 [Sejy 
however, 9 JTAX 160.—Ed.]} . 

Many executives today find themselvey 
in the position of having a restrictelyy 
stock option to buy shares of their em 
ployer’s stock, but because of the high 
cost of living and high income taxé 
cannot find the cash needed to exerci 
the option. This cash can be found in 
the very dollars they have been sending 
to the Director of Internal Revenv 
every quarter. For example, let us a 
sume that a taxpayer was several yean 
ago given an option to buy stock at $2) 
per share, but the value of the stock i 
now $100. Assume also that he is married 
and has something over $100,000 tax 
able income every year, so that he mus 
pay out as income tax at least 75c ol 
every dollar he earns over $100,000 peg 
year. He has an option to buy 1,000 
shares, but to do so requires $20,000 inj 
cash. If he were to sell some of the stod§ 
to obtain the $20,000, after payment off 
the 25% capital gain tax, it would re 
quire the sale of 250 shares for $25,000. 
On the other hand, if he were to make 
a gift of the 250 shares to a charity, he 
would reduce his income tax by $18,750. 
By adding twenty more shares to the gil 
and perhaps spreading the gift over two 
years, in order to be sure to be within 
the 20% (or 30%) income tax limitation 
on deductions of charitable contribt 
tions, he could thereby obtain the cash 
needed for the exercise of his stock op 
tion on the entire 1,000 shares, in effec 
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lifting himself by his own bootstraps. In 
the world of the Federal income tax a 
penny saved may be far better than a 
penny earned. 

From a tax point of view, life insur- 
ance is one of the best forms of property 
for use in making gifts to charity. If a 
prospective donor makes the charity the 
beneficiary of a policy of insurance on 
his life, then the premiums as he pays 
them anually will be deductible on the 
donor’s income tax returns as charitable 
deductions.8 For example, if a donor at 
age 50 who is in a 50% income tax 
bracket takes out a policy of life insur- 
ance in the amount of $10,000 payable 
to a charity, he may pay approximately 
$400 per year in premiums. With a life 
expectancy of about 20 years at age 50, 
this will mean that, during the period of 
his lifetime, if he lives out his life ex- 
pectancy, he will have paid a total of 
$8,000, all tax deductible, and the char- 
ity will receive at his death the face 
amount of the policy. Considering that 
he is in the 50% tax bracket, it would 
have taken $20,000 of earnings subject 
to tax at 50% in his hands to provide 
the charity with the $10,000 which it re- 
ceives from the policy at his death. In 
many it will be easier for the 
donor to buy the life insurance policy of 
$10,000 than it will be to accumulate 
the $10,000 through business earnings. 

If a prospective donor has a life in- 
surance policy which he would like to 
transfer to a charity, there is a problem 
of valuing the policy. This problem was 
in some doubt for many years, and court 
were somewhat in conflict 
until the U. S. Supreme Court decided® 
that, in the case of a single-premium 
the measure of the value of a life 
insurance policy for gift tax purposes 
was the replacement cost of the policy 
at the time of the transfer, rather than 
the cash surrender value. 


cases, 


decisions 


policy, 


May gift be in form of notes? 


If a prospective donor has some prop- 
erty which he would like to give to a 
charity, but the value of the property is 
so large that, in order to avoid going 
beyond the limitation provided in the 
income tax law (Section 170 1954 Code) 


1 IT 3910, 1948 C.B., 15 


‘Campbell v. Prothro, 209 F.2d 331 
954). 
* Rev. Rul. 55-138, IRB 1955-11, p. 15. 

* Regulations Section 1.170-1(c). 

Mattie Fair, 27 TC 866 (1957). 

*See Merritt, The Tax Incentive for Charitable 
os (1958) Taxes—The Tax Magazine 646, 
6 

‘Rev. Rul. 57-328, IRB 1957-28, p 

* Ernest R. Behrend, 23 BTA 1037 <1981). 

* Guggenheim v. Rasquin, 812 U.S. 254 (1941). 


(CA-5, 


for the deduction for charitable gifts, it 
becomes desirable to spread the gift over 
a period of years, the use of notes for 
this purpose may come up for considera- 
tion. The plan is simply to have the 
charity execute non-interest-bearing 
notes for the difference between the 
value of the property and the amount 
which the donor can take as a charitable 
deduction in the year of the gift. In a 
subsequent year as an additional gift, 
the donor cancels the note.1° There is a 
definite danger in this type of situation, 
however, that the Treasury Department 
will consider the transaction as a sale 
rather than a charitable gift. In that 
event the donor will have a capital gain 
tax to pay on the difference between his 
cost in the property and the value of 
the property at the time of the alleged 
gift. This same problem would arise if 
the donor gives the property to a charity, 
subject to a mortgage, and then cancels 
a part of the mortgage in each of the 
subsequent years. if the charity accepts 
the property subject to a mortgage, it 
has been held that the taxpayer realizes 
ordinary income equal to the amount of 
the mortgage.11 In order to avoid this 
problem, it would seem advisable to 
transfer a portion of the property each 
year. The use of notes always gives the 
Treasury the opportunity to claim that 
the transaction was in substance a sale 
rather than a gift. 

Another practical alternative which 
might be considered if a donor owns a 
number of pieces of property as, for ex- 
ample, a number of building lots, would 
be to consider the sale of some of the 
lots to the charity, with a gift of the 
others, perhaps one or two each year. 
There is a danger, however, that the 
Treasury might lump all the transactions 
into one sale each year and thereby 
deny the charitable deduction, unless it 
can be shown that the lots sold were in 
fact sold at the going market price. 

If a prospective donor makes a pledge 
to. a charity of a specific amount of 
money, for example, $1,000 per year for 
three years, and then pays the pledge 
with securities which have a market 
value equal to the amount of the pledge, 
but a cost basis of less than that, will 


10 Andrus v. Burnet, CADC (1931), 50 F.2d 382. 
But cf. Minnie E. Deal, 29 TC No. 81 (1958). 
11 Herff v. Rountree, DC Tenn. (1956), 140 F. 
Supp. 201. See also Op. cit. n. 6, supra, 649, 655. 
See (1956) 4 JTAX 24. 

12 Rev. Rul. 55-410, 1955-1 C.B. 297. But cf. Es- 
tate of John T. Harrington, 2 TCM 540 (1943), 
wherein an executor was held to realize taxable 
gain when the —" pledge was discharged 
with appreciated sto 

18 Kenan, 114 F.2d OM (CA-2, 1940). 

14 Regulations Section 1-170-1(a). 
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there be a taxable gain to the donor? 
The Treasury’s position in such a case 
has been that there is no taxable gain.12 
Unless the particular pledge can be 
shown to have been irrevocable and 
made expressly in consideration of the 
pledges of other persons, it would be 
presumed that the pledge could in fact 
be revoked. If, however, the pledge is 
irrevocable and in consideration of the 
pledges of others, then the pledge con- 
stitutes an obligation which, when paid 
with securities, would be the same as 
payment of a debt with securities, and 
the difference between the cost basis of 
the donor in the securities and the 
market value at the time of payment of 
the pledge would constitute taxable in- 
come to the pledgor.18 The Treasury 
refuses to recognize a binding pledge of 
an individual, even when it is considered 
a debt by the individual, to be sufficient 
to warrant a deduction for income tax 
purposes until the pledge has been actu- 
ally paid.14 


The advantages of gifts during life 


Greater tax incentives exist for gifts 
to charities during life than at death. 
The income tax bracket is generally 
higher than that of the estate tax. More- 
over, the cash saved on income taxes is 
likely to increase the liquid assets of the 
estate available at death for the pay- 
ment of estate tax. In addition, if the 
gift is made in the form of income-pro- 
ducing property, the taxpayer will, by 
making the gift during his lifetime, re- 
lieve himself of income tax on the in- 
come during his life. By the same token, 
however, he will be giving up the use 
of the income, less the income tax which 
he would have to pay on it. 

If the prospective donor wishes to take 
care of particular individuals during 
their lifetimes, but wants to give some- 
thing to charity in addition, one tech- 
nique available to him is to transfer the 
remainder interest to the charity, sub- 
ject to life income payments to the in- 
dividual beneficiary. Through use of 
mortality tables and assumed interest 
rates it will be easy to compute the por- 
tion of the gift which goes to the charity 
and the portion which goes to the life 
beneficiary. Through such a gift the 
charity is assured that it will actually re- 
ceive the remainder interest in the prop- 
erty and can make commitments accord- 
ingly. The life beneficiary, on the other 
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hand, is assured of the income during 
his lifetime. This type of transfer can, 
of course, involve more than one life 
beneficiary, and the mortality tables will 
permit the necessary computations to 
determine the amount of the charitable 
deduction. 

When unascertainable contingencies 
are injected into the plan, as would be 
the case if the transfer of the remainder 
to the charity depends upon whether a 
particular life beneficiary will marry or 
have children, then it will be impossible 
to value the remainder interest and no 
charitable deduction will be granted. 
This occurred in Estate of Louis Stern- 
berger,15 in which case the U. S. Supreme 
Court denied an estate tax deduction for 
a bequest to charity which was to take 
effect only if the unmarried 27-year-old 
daughter of the decedent died without 
issue. The courts will use vital statistics 
to calculate the charitable interest, but 
to the question of 
whether the charity will get anything 


not determine 
at all. Vital statistics could be used to 
determine how long the daughter was 
likely to live, but they could not be 
used to determine whether she would 
get 
would have children. 


decide to married or whether she 


Invasion for life beneficiary 


A donor who has provided for the life 
income go individual bene- 
ficiary and the remainder to go to a 
charity may wish to provide for the in- 
vasion of principal if needed for the 
benefit of the life beneficiary. This 
creates the possibility that nothing at all 
will pass to the charity, since the life 
beneficiary may consume not only all 
of the income but all of the principal. 
If the likelihood of an invasion of prin- 
cipal is “so remote as to be negligible,” 
the Estate Tax Regulations permit the 
deduction.16 There are many decisions 
dealing with the problem, and they in- 
dicate that, when there is a standard 
sufficiently clear to enable the court to 
determine the amount of the principal 
that will ultimately go to charity, then 
the deduction will be granted.17 On the 
other hand, if invasion of principal is 


to to an 


15 348 U.S. 187 (1955). 

16 Regulations Section 20.2055-2(b) see Rev. Rul. 
54-285, 1954 2 C.B. 302. 

17Gammons v. Hassett, 121 F.2d 299 (CA-l, 
1941). 

18 Merchants National Bank of Boston, 320 U.S. 
256 (1943). 

1° Rev. Rul. 55-275, C.B. 1955-1, 295. 

20 IT 2397, VII-3, C.B., 90. 

21 Rev. Rul. 55-275,91955-1 C.B. 295. 

22 Sec. 170(b) (1) (D). 

%3 H.R. 8381. 

*t Priscilla M. Sullivan, 16 TC 228 (1951). 

* Rev. Rul. 57-293, IRB 1957-26, 13. 
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permitted for the “happiness” of the 
life beneficiary, no deduction is al- 
lowed.18 In this area there are no hard 
and fast rules. Each case will be decided 
on its own facts. If the power to invade 
corpus for the benefit of the life bene- 
ficiary is limited to “maintenance, care 
and support,” the remainder to the 
charity can be valued and is deduct- 
ible.19 The maintenance of a standard 
of living which a person has enjoyed 
in the past is generally an adequate and 
definite enough standard to permit the 
charitable deduction. 


Gifts subject to annuities 


The donor may wish to make a gift 
to charity subject to an annuity for the 
life of a particular person, often the 
donor himself. In such case the donor 
will be considered to have made a con- 
tribution to the charity to the extent of 
the excess of the value of the property 
conveyed to the charity over the cost 
of a similar annuity purchased from an 
insurance company.2° The annual pay- 
ments to the annuitant will be taxed just 
as would an annuity purchased from an 
insurance company. It will be necessary 
to divide the cost of the contract, that is, 
the value of the property contributed to 
the charity, less the charitable deduction, 
by the number of years of the life ex- 
pectancy of the annuitant. The excess of 
the annuity payments over such cost 
will be taxable income to the annuitant 
under Section 72 of the Code. In the 
case of an outright gift to a charity 
subject to an annuity, the charity im- 
mediately becomes the owner of the 
property transferred to it, and the char- 
ity may satisfy the annuity by purchasing 
an annuity from a life insurance com- 
pany or by providing for the annuity 
payments from the operating budget of 
the charity. 

An interesting variation on the stand- 
ard type of annuity contract is what is 
sometimes called the “life income con- 
tract” or “income participation fund.” 
Under this type of contract the charity 
agrees to pay to the donor the same in- 
come as the average rate of return which 
the charity earns on its funds. In other 
words, it is as though the donor re- 
tained the property itself, and the re- 
turn to the donor will tend to rise as 
the average rate of return earned by the 
charity on its investments goes up. The 
effect of the agreement is to create an 
irrevocable trust. In fact, a trust express- 
ly for this very purpose may be created. 
This could be considered a hedge on 





inflation, which over a period of yean 4 
can take away much of the value froma 
standard type of annuity. Ordinarily, the 
rate of return to the beneficiary on ale 
life income contract’ will exceed the 
amounts he would receive under an op 
dinary type of annuity contract from the® 
charity. If, however, the donor take 

benefits under a life income contract, 

the income payments to him will be tax. q 
able in full,21 whereas, in the case of ay 
fixed annuity, the payments are taxable) 
only in part. There will be considered? 
to be a charitable gift of the remainder) 
interest to the charity and, if the prop 

erty transferred to the charity has in. 

creased in value over its cost to the = 
donor, this appreciation will escape tax 7 
On the donor’s death the property will © 
be included in his estate, reduced by the @ 
charitable deduction, however. a 








Income and remainder 


In some cases, it may prove desirable © 
to a prospective donor to give the in 
come from property to a charity, with ® 
the remainder to an individual bene® 
ficiary, possibly himself, instead of giv. : 
ing the income to the individual bene 4 
ficiary and the remainder to the charity, 


If the donor gives an income-producing 7 


property directly to a charity for af 
period of years, the income will escape 


tax in the hands of the charity, and the 7 


donor will be entitled to a tax deduc 
tion for the value of the income given § 
to the charity. Prior to 1954, such a gift 

could be made to the charity through a 
charitable trust, with a provision in the 
trust for the return of the property to 
the donor after a period of years. The 
donor in such case was not taxed on the 
trust income, and he obtained the bene- 


fit of an immediate deduction for the © 


value of the charitable gift. The chari- 
table trust received a deduction for all 7 


amounts which it paid to, or permanent 7 


ly set aside for, the charity. Under the 


Mi 


1954 Code, however, any gift in trust to 9 
a’charity will be disallowed as a chari- 


table deduction if the grantor retains a 
reversionary interest in the principal or 
income of the trust and the interest at 
the time of transfer exceeds 5% of the 
value of the property transferred to the 
trust. A power in the grantor, or a non 
adverse party, or both, to revest the 
property or income in the grantor, is 
considered to be a reversionary interest. 

Under the present law,2? while the re 
tention of a 5% or more reversionaty 
interest in the grantor will result in the 
denial of a deduction for the charitable 
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gift, if the remainder over at the end 
of a 10-year period were in favor of the 
grantor’s child or his wife, the chari- 
table deduction would be allowed. Sec- 
tion 9 of the Mills Bill2? would have, 
if enacted, amended Section 170 to pro- 
vide that remainders to related persons 
would result in the disallowance of the 
charitable deduction. 

The limitation with respect to the re- 
versionary interest in the grantor applies 
expressly only to transfers made in trust, 
so that transfers made to a charity with- 
out the setting up of a trust evidently still 
appear to provide an opportunity to give 
the income to the charity, with a chari- 
table deduction therefor, while enabling 
the grantor to have a reversionary in- 
terest in the property. In such case, the 
property would have to be transferred 
completely to the charity without re- 
liance upon a trust instrument for the 
return of the property by the charity 
to the grantor.*4 

An interesting sidelight on this trans- 
fer of property to a charity with the re- 
tention of the income to the grantor is 
found in the case of transfers of an 
object of art to a charity, the grantor re- 
taining the right to keep the art object, 
for example, a valuable painting, in his 
The 
has recently held?5 that in 


own home during his lifetime. 
Treasury 
such case the value of the painting, less 
the amount to be attributed io the life 
constitutes a 


valid charitable deduction for 


interest of the grantor, 
income 
tax purposes and removes the value of 
the painting completely from the taxable 
estate of the grantor at his death. If 
a taxpayer is in a high income tax 
bracket and his estate is likely to be in 
bracket, the 
grantor’s children may be better off in 


substantial estate tax 


terms of dollars if the grantor makes the 
gift of the painting to a charity during 
his lifetime, rather than after his death. 

Under Section 673(a)y of the Code, the 
grantor of a trust is treated as the owner 
of the trust and taxed on the trust “if 
come if the trust property will revert to 
him within 10 years from the date of 
the transfer to the trust. This is the gen- 
eral rule with respect to transfers of 
property in trust. An exception to this 
rule is provided in Section 673(b), how- 
ever, which provides that the income is 
irrevocably payable for a period of at 
least two years from the beginning of 
the trust to a charitable beneficiary. 
This permits the transfer of property in 
trust with income to a charity for a 
period of two years, with a reversion to 


the grantor at the end of the two-year 
period, ‘provided, however, that the 
charity falls within the category of a 
church or a convention or association of 
churches, an educational organization, 
or a hospital or medical research’ organ- 
ization operated in conjunction with a 
hospital. Through the use of the short- 
term “two-year” charitable trust tech- 
nique, the grantor may avoid using up 
his 30% charitable deduction, since, in 
the case of the “two-year” charitable 
trust, the property transferred is not 
considered to be his property and the 
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income is not taxable to him. This chari- 
table deduction is, therefore, over and 
above the ordinary 20% and 30%, chari- 
table contributions under the Code. 
There will, of course, be no deduction 
for the value of the trust property it- 
self, other than the present value of the 
income for the term of the trust, since 
the property actually returns to the 
grantor at the end of the term. The in- 
come will, however, during the two-year 
or greater period, escape tax completely, 
since it is considered to be the income 
of the tax-free charity. vr 


gift tax decisions 





Trust “created” on execution, not on 
lapse of revocation power at grantor’s 
death. Prior to 1942 decedent’s husband 
had created two inter vivos trusts, under 
each of which she was granted a gen- 
eral testamentary power of appointment. 
In one case, her power was exercisable 
only if she survived her husband and, in 
the other, the trust was irrevocable. The 
husband died in 1946; the wife, in 1951. 
The Commissioner included the value 
of the trust properties subject to the 
power in the wife’s gross estate on the 
ground that the power had not been 
“created” until the husband’s death in 
1946, and that the law applicable in 
1946 required inclusion whether the 
power was exercised or not. [Pre-1942 
powers are includible only if exercised. 
—Ed.| This court holds that the powers 
were the husband ex- 
delivered the 


“created” when 
ecuted and trust agree- 
when the trust became ir- 
revocable by reason of his death. Fur- 
ther, the holds that, under ap- 
plicable state law, the residuary clause 
in the wife’s will did not constitute an 
implied exercise of the pre-1942 powers. 
Turner Est. (Merchants National Bank 
of Mobile, Ex’r.), CA-5, 11/26/58. 


ments, not 


court 


Clarification of regulations on “included 
property” for alternate valuation. The 
Service has issued a ruling covering a 
number of problems which frequently 
arise in using the alternate valuation 
date for property which changed hands 
during the year subsequent to death. 
(1) Proceeds of sale of rights issued sub- 
sequent to the decedent’s death are to 
be treated as “included property” and 
consequently the sales price forms a part 
of the decedent’s gross estate. (2) If such 
rights are exercised, their value at exer- 
cise is to be included. (3) Stock dividends 


received during the year subsequent to 
the date of “included 
property” and the value of the stock 
received must be reported as part of 
the gross estate. (4) If the beneficiary of 
life insurance chooses to receive monthly 


death are also 


payments instead of a lump sum, the 
both date-of- 
death and alternate valuation purposes. 


same value is used for 
This value is the amount payable at 
death under the lump-sum option, or, 
if there is no option, the sum used in 
determining the amount of the annuity. 
(5) If principal payments are made on 
account of a mortgage held by the de- 
cedent during the year subsequent to his 
death, they must be included in the de- 
cedent’s gross estate. Rev. Rul. 58-576. 


No marital deduction; widow had bare 
legal title. Decedent and his wife, as 
tenants by the entirety, owned five par- 
cels of real property; the funds used for 
their purchase came from the husband. 
He executed a will giving his wife mere- 
ly a life estate in a trust. Immediately 
after the execution of the will, the de- 
cedent and his wife agreed that, if she 
survived, she would assign her interest 
as surviving co-tenant in the real estate 
to the testamentary trustees, in return 
for which decedent agreed to endorse 
certain life insurance policies to give her 
interest income from them. Now the de- 
cedent’s executors claim that the jointly- 
owned property qualified for the marital 
deduction or, in the alternative, that 
the value of the property constituted a 
deductible claim against the estate. This 
court disagrees on both points. By rea- 
son of the enforceable contract to con- 
vey to the trust her interest as surviving 
co-tenant, the widow had bare legal title 
to the jointly-owned property, equitable 
ownership being vested in the decedent's 
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testamentary trustees. ‘Since’ the widow's 
interest in the testamentary bequest 
amounted to an income interest only, it 
was terminable within the meaning of 
the Code. As to the second point, the 
widow’s claim against the estate was a 
to a distributive interest-.in the 
claim against the 
estate within the purview of the tax 
laws. Lindsey Estate, DC Md., 10/28/58. 


claim 


estate and not a 


Pre-retirement death benefit under qual- 
ified plan wholly taxable as insurance. 
When decedent died, prior to retire- 
ment, his widow was paid a $35,000 
death benefit under the employer’s con- 
tributory qualified pension plan. An 
estate tax was paid on the full amount 
because, at the time of his death, the 
decedent had possessed the right, in 
conjunction with the firm’s pension com- 
mittee, to change the death beneficiaries 
of the “Retirement 
purchased on his behalf. It was as his 


Income Policies” 
named beneficiary that the death bene- 
fits were paid to his widow. Now the 
estate seeks a refund with respect to 
of such 
equal to the “reserve fund” on the poli- 


approximately 1/3 proceeds, 
cies. The estate argues that that portion 
of the proceeds was in fact deferred com- 
pensation, not insurance proceeds. 
Under the terms of the plan, had the 
age, this 
“reserve fund” would have been payable 


decedent reached retirement 
to him as a retirement annuity. This 
What the 
ceived under these policies was a death 
the full 
only be considered as tantamount to 
life The fact that, had the 
decedent reached retirement age, a segre- 


court disagrees. widow re- 


benefit, amount of which can 


insurance. 


gation might have become necessary to 
provide an annuity is irrelevant since 
the decedent never did reach retire- 
ment age. Altschuler, DC Mo., 9/23/58. 


Retained annuity puts trust in grantor’s 
estate. had contributed ap- 
proximately one-fourth of the value of 


Decedent 


the assets making up the corpus of a 
trust. She retained’ the right to receive 
annual payments of $10,000 until such 
time as the trustees should purchase 
with the trust assets an annuity policy 
providing her with that sum. No such 


policy was* ever purchased and the 
trustees continued to pay her that 
amount until her death in 1951. The 


court holds that that portion of the trust 
corpus required to produce $10,000 an- 
nually is includible in her gross estate. 
The value was determined by fixing the 


February 1959 


average annual return on the entire 
trust property for a period of three 
years prior to her death and capitaliz- 
ing the annual payment of $10,000 by 
this average rate. Becklenberg Estate, 
31 TC No. 40. 


Actuarial tables inadequate to evaluate 
reversionary interest retained by settlor. 
Prior to 1949 decedent’s contribution to 
a trust had been included in her gross 
estate as a transfer to take effect at or 
after her death, and a tax paid thereon. 
The reason was that she had a reversion- 


ary interest of a then unascertained 
value. The terms of the Technical 


Amendments Act of 1949 would have 
retroactively excluded the trust property 
from decedent's estate if the reversion- 
ary interest was not in excess of 5% of 
the value of the trust corpus at the time 
of her death. The taxpayer sued for a re- 
fund. The Commissioner contended that 
the value of the reversionary interest 
was, in fact, in excess of 5% of the value 
of the estate, the actuarial computations 
hinging upon the probability that the 
decedent’s son, then a man 64 years of 
age, married to a woman of 59, would 
have issue. The greater the chance of 
such issue, the lower the value of the 
reversion. The district court 
the refund. This court affirms. The ac- 
tuarial tables used by the Commissioner 
were inadequate, particularly since they 
could take into consideration the 
added inducement to have children in- 
troduced by the terms of the trust. Since 
any valuation would be nothing better 
than a guess, it is determined that the 
reversionary interest had a valuation of 
zero. Cardeza Estate, CA-3, 11/14/58. 


allowed 


not 


Puerto Rican decedent’s U. S. assets are 
not subject to Federal estate tax {Ac- 
quiescence|. ‘Taxpayer was a citizen of 
the U. S. and of Puerto Rico and, at 
the time of her death, was living i 
Puerto Rico. Holding that she was not 
a “non-resident not a citizen” as defined 
in the Federal estate tax law, the court 
found that assets of the estate within 
the U. S. were not subject to tax. Estate 
of C. S. Rivera, 19 TC 271, acq. IRB 
1958-41, previous non-acq. withdrawn. 


1 


Life interests in trusts are present in- 
terests; exclusion allowed. In 1952 and 
1953 taxpayers created trusts from which 
each of three of their children were to 
receive one-third of the trust income for 
life. There was no power of invasion, 
but the trust could be terminated at 








any time provided the unanimous cop 
sent of the trustees and all of the they 
living children of the donors was 
cured. Although conceding that the inJ 
come interests were present interest 
the Commissioner denied the taxpayen 
any annual exclusion on the ground 
that the power of termination prevented § 
their valuation. The court holds that 
since each life beneficiary could, inwy 
effect, veto the termination of this in} 
come interest, the usual actuarial table 
could be used in its valuation, and that, | 
the life interests being present inter” 
ests, the annual exclusion was available 
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Newlin, 31 TC No. 46. onl 
» ciat 

Transfer to protect property from feared) 
financial reverses not in contemplation - 2 fe 
» 195 


of death [Acquigscence]. Decedent trans 7 
ferred $82,000 in trust for the benefit a the 
his infant daughter two years prior to) 
his death. He was at the time of the gift 3 
a man of 54, suffering from an incurable 7 
and fatal disease. This court held the® 
transfer was not made in contemplation ad 
of death. The testimony of the dece @ 
dent’s physician indicated that he wal 
unaware of the fatal nature of the 
disease, believing only that he wa) 
afflicted with “a sickness of the nerves.” J 
The controlling motive of the decedent e 
in making the transfer was to provide] 
security for his daughter’s support. The 
decedent financial diff. 
culties at the time of the transfer and 
he obviously wished to make ample pro 
vision for his daughter while he was 
able. Want Est., 29 TC 1223, acq. IRB 
1958-43. ; 


was in severe 


Marital deduction permitted under 1958 
retroactive change. The 1954 Code per 
mits a marital deduction even though © 
the widow’s interest, otherwise qualify. 9 
ing, is in only a portion of an interest J 










bequeathed. This liberalization was 7 
: : X ab 
made applicable to years prior to 1954} : 
Spry fat ; wi 
by a provision in the Technical Amend- : 
, : 5 iis 
ments Act which retroactively amended 

. . evi 

the 1939 Code. Because of this amend- 
. . tec 

ment, the deduction is allowed to two 
, : a ev 
estates previously disqualified. In one b 
= ‘ e 

of these estates, the spouse’s income in- 
P an 

terest and power to appoint extended 
. co! 
to only one-half of the entire trust 
‘a.¢ Sa 

corpus. Stallworth Estate, CA-5, 11/14/ 
ss é a Ae ev 

58. In the other, a disposition “in fee 
a? op sal 
simple” had been found by the court to 
; ; wl 
result, under state law, in a life estate ; 
. , ees Ww 

coupled with a power of disposition dur 
; AT stc 

ing the spouse’s lifetime only. McGehee 
ur 








Estate, CA-5, 11/14/58. 
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NEW DEVELOPMENTS IN 


Taxation of farmers 


EDITED BY JACK R. MILLER 





Special advantages to farmer in new 20% 


first-year depreciation; salvage important 


EMEMBER that the new extra 20% 
R depreciation deduction can be taken 
only in the first year that regular depre- 
ciation (i.e. straight-line, declining-bal- 
ance, sum-of-the-digits) can be taken. If 
a farmer purchased some bred heifers in 
1958 and these will calve-out in 1959, 
they will reach maturity in 1959 (on 
calving) and therefore it will not be 
until 1959 that regular depreciation can 
be taken. Consequently the extra 20% 
depreciation deduction cannot be taken 
until 1959. 

Salvage value must be taken into ac- 
count when breeding and dairy livestock 
are depreciated. This will vary some- 
what according to the practice of the 
particular farmer and rancher; also ac- 
cording to whether pure-bred stock is 
involved. If animals are generally held 
for their normal useful life of eight 
years (from date of maturity), salvage 
represents an estimated selling price 
(“commercial grade”) of the old animal. 
Che figures that have been accepted by 
some revenue agents range from $50 to 
$100, better quality animals taking the 
higher price. Even though a taxpayer 
has been depreciating stock of this kind 
down to zero, consistent practice will not 
provide protection from attack by the 
IRS. Koelling, DC Neb., 2/14/57. 

Often young breeding or dairy stock 
is purchased for a price that is just 
about what the ultimate salvage value 
will be. In such a case the animals are 
listed on the depreciation schedule, but 
even after they mature, the depreciation, 
technically allowable, will be zero. How- 
ever. as the animals reach maturity, they 
become eligible for the 20% allowance 
and, since that is computed directly on 
cost (the statute makes no reference to 
salvage), it appears that it is deductible 
even though it brings basis down below 
salvage value. The situation is some- 
what different for an accrual-basis farmer 
who includes newly purchased young 
stock in his inventory at the farm-price 
until the animals reach maturity. He 


then transfers them to the depreciation 
schedule at their final inventory value. 
That value usually exceeds salvage so 
that regular depreciation becomes avail- 
able at that time, and, of course, the 
special 20% depreciation. It is not as 
likely that the arithmetic will work out 
here to give a 20% depreciation figure so 
large that it will reduce basis below sal- 
vage immediately. If only part of the 
basis is recovered by special deprecia- 
tion, the remainder is taken by regular 
depreciation, which can’t bring basis be- 
low salvage value. Whether declining- 
balance depreciation must stop at sal- 
vage value is another question. I'll just 
say here that the Hertz case says it 
doesn’t, but the IRS at this time does 
not seem inclined to concede. 

Finally, I think it is a very dangerous 
practice for a farmer who ‘has consistent- 
ly held dairy and breeding stock for a 
long time to start selling now just as 
soon as the animals qualify for capital 
gain. If the farmer uses both the special 
first-year depreciation and regular depre- 
ciation and thus reduces his basis for the 
stock well below sales value, it is a 
temptation to sell as soon as the animals 
have been held for twelve months, and 
have capital gain on the profit. Such a 
change from his former consistent prac- 
tice is almost certain to invite attack by 
the IRS on the ground that the animal 
was held primarily for sale and only 
incidentally for use in the business. 


Separate records help get 
repair deduction on a farm 
THE NEVER-ENDING problem of drawing 
the line between capital and ordinary 
repairs prompts comment on how to 
handle the cost of a job that is a mix- 
ture. There is evidence of increased dis- 
allowance by the IRS of ordinary repairs 
when they occur during a remodeling 
or expansion program. The Cowell case, 
18 BTA 997, seems to be a favorite cita- 
tion. However, a close reading of the 


123 


opinion reveals that the Board found 
it “impractical from the evidence to 
make a detailed classification of the 
items representing periodic repairs.” 
The way to meet the taxpayer’s burden 
of proof is segregation of the costs on 
all records. That is how the taxpayer 
won in Cohn, DC Tenn., 2/25/57. Items 
allowed amounted to $50,128.09 over a 
two-year period, notwithstanding an out- 
lay at the same time of $161,995.06 for 
remodeling and expansion of farm im- 
provements. The contractor segregated 
the records. Ordinary repairs, such as 
painting barns, silos and fences; patch- 
ing cracks in concrete flooring; replacing 
rotted boards in barns, tenant houses, 
fences and bridges; patching roofs; and 
replacing rotted timbers, were clearly 
proved. bs 


Taxation of farmers «+ 


Getting capital gain 
on sale of top-soil 


A RECENT decision by the Tax Court 
(Dann, 30 TC No. 46) settles the prob- 
lem of whether the sale of fill dirt or 
top-soil from a “borrow pit” results in 
long-term capital gain. It does, says the 
court, provided certain factors are 
present, namely: (1) a provable contract 
calling for (2) sale of the dirt or soil in 
place within a certain area, (3) with the 
seller retaining no economic interest in 
such dirt or soil. The seller must not be 
engaged in the business of selling fill 
dirt or top soil, and it would therefore 
destroy the capital-gain feature if he 
(rather than the buyer) undertakes to re- 
move it, or is paid according to how 
much the buyer earns from removing or 
using the fill dirt. A selling price based 
on so much per cubic yard removed is 
perfectly proper (5c per cu. yd. in the 
Dann case). vr 


How to compute and report 
livestock losses 


THE AMENDMENT to Section 1231 by Sec. 
49 of the Technical Amendments Act of 
1958 (providing for ordinary loss deduc- 
tion if no insurance covers loss of busi- 
ness property) applies to breeding and 
dairy livestock, too. We summarize the 
proper way of handling livestock losses: 

1. Raised feeders—no loss deduction 
may be claimed. 

2. Purchased feeders—cash-basis farmer 
deducts casualty or theft loss under 
“Other Deductions,” line 6 of the Sum- 
mary at bottom of page one of the Farm 
Schedule; accrual-basis farmer takes no 
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action, since the loss will be reflected in 
his lower ending inventory. 

3. Raised breeding or dairy livestock 
—cash-basis farmer takes no loss inas- 
much as his basis is zero; accrual-basis 
farmer who has transferred such animals 
to his depreciation schedule after they 
reached maturity deducts casualty or 
theft “Other Deductions,” 
line 8 of the Summary at bottom of page 
two of the Farm Schedule. 

4. Purchased breeding or dairy live- 
stock—if covered in whole or in part by 


loss under 


February 1959 


insurance, list in Schedule D; if no in- 
surance—cash-basis farmer deducts cas- 
ualty or theft loss under “Other Deduc- 
tions,” line 6 of the Summary, page one 
of the Farm Schedule; accrual-basis 
farmer listing such animals in his regu- 
lar inventory takes no action, since the 
loss will be reflected in his lower end- 
ing inventory, but if listing in his de- 
preciation schedule, loss is deducted 
under “Other Deductions,” line 8 of the 
Summary at bottom of page two of the 
Farm Schedule. w 


New decisions affecting special industries 


Cement is first marketable product; 
“bagging” income also depletable. The 
court finds for the taxpayer that bagged 
cement is the commercially marketable 
mineral product obtained from its cal- 
cium carbonate deposits. Furthermore, 
the that discounts allowed 
are not trade discounts, but merely al- 


court finds 
lowances for prompt payment. As such, 
they do not reduce income subject to 
depletion. Riverside Cement Co., DC 
Calif., 9/30/58. 


Deny “end-use” test for limestone de- 
pletion rate (Old Law). Taxpayer op- 
erated a limestone quarry. On its 1951 
took 15% 
tion, as provided for calcium carbonate. 
The and 
10% for the portions sold as stone and 


return it percentage deple- 


Commissioner allowed 5% 
for non-chemical uses, respectively. The 
lower court rejected the application of 
the “end-use” test under the 1939 Code, 
and this court affirms. It applied a grade 
test and finds that all of the limestone 
quarried was of sufficiently high grade 
to the 15% rate, al- 
though less than half was sold for chemi- 


be classified for 


cal purposes. [The provisions of the 
1954 Code prescribe an “end-use” test. 
—Ed.| Wagner Quarries Company, CA-6, 


11/14/58. 


*xBrickmaker has more than one com- 
mercially marketable product. This is 
the first case raising the issue of how 
depletion is to be computed under the 
new Merry Brothers rule (242 F.2d 708, 
cert. 10/14/57). That case estab- 
lished the principle that gross income 


den. 


from mining (the base on which per- 
centage depletion is computed) includes 
income from ordinary treatment proc- 
esses and that, in the making of brick, 
all the steps necessary to produce the 
brick are treatment processes. Taxpayer 


here made several grades of brick, clay 
pipe, etc. The IRS computed percentage 
depletion as though all the clay were 
processed for the cheapest product. The 
taxpayer used the gross income actually 
realized, which it represented as being 


the income derived from its “comme 

cially marketable mineral product 4 

products.” The court holds for th 
taxpayer, saying that the words of t 

statute clearly show that there can k 
more than one commercially marketab 

product. Richland Shale Products ( 

DC S.C., 10/31/58. 


No capital gain on timber cut for la 
owner, Taxpayer by contract acquire 
the right to enter upon timberlands ¢ 
a corporation and cut and remove speq 
fied timber to be delivered to a d 
signated sawmill for a fixed price pe 
unit delivered. Since the right was no 
a right to cut timber for sale on ta 
payer’s.own account, or for use in 
own trade or business, the Service rulg 
he is not entitled to capital-gain treat 
ment. Capital gain on cutting timber i 
allowed to the owner only. Rev. Rw 
58-579. 


‘New trusts & estates decisions 


Elderly grantor not taxable on short- 
term trust; its 10-year life is certain. The 
IRS has previously held (Rev. Rul. 56- 
601) that, if the grantor of a short-term 
trust has a life expectancy of 10 years or 
more, he will not be taxed on the in- 
come of the trust even though the corpus 
to estate at death. The 
grantor of the trust here ruled upon had 
a life expectancy of only nine and a 
half years at the time he created his 
trust. However, it was provided, that 
although the corpus interest would pass 
to his estate upon his death, the trust 
income was to continue to be paid to 
the beneficiaries for the entire period of 


reverts his 


10 years and one month from creation. 
The IRS rules that the estate would not 
under such circumstances “possess or en- 
joy” the trust corpus. Consequently the 
erantor is not taxable on the trust in- 
come. Rev. Rul. 58-567. 


Can’t tax capital gain to life tenant. 
Taxpayer sold at a gain securities that 
he held as life tenant. On the authority 
of D. S. Cooke, 228 F.2d 667, the court 
holds that taxpayer is not liable for the 
tax on the gain, either as a-trustee of 
the property for the remaindermen, or 
as the owner of the property in his own 
right. Brown, DC Hawaii, 9/18/58. 


Beneficiaries can’t deduct estate’s net 
operating loss (Old Law) [Certiorari 
denied]. Taxpayers were beneficiaries of 


an estate which in 1949 currently di 
tributed all of its income, most of whidj 
was business income from operation @ 
the decedent’s business by the executo 
pending winding up of the estate. Ip 
1950 the estate sustained a net operating 
loss. The Third Circuit held, affirming 
the district court, that under the 193 
Code this loss could be used only by 
the taxpayer sustaining it. The cou 
also rejected an alternative argumeni 
that the beneficiaries were engaged i 
the business as partners. [Under the 1954 
Code, on the termination of an estate 
unused loss carryovers are available t 
the succeeding beneficiaries (Section 
642(h)).—Ed.| Mellott, cert. den., Sp. Ct, 
10/20/58. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 








Attorney, LL.M. tax law; accountant, 
CPA N. Y., desires tax position prefer 
ably with law firm in NYC area. Box 
No. 149. 
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MULATIVE INDEX TO CURRENT TAX LITERATURE 


s cumulative index of all significant current practical tax material 


blished monthly. It covers books, periodicals and pamphlets pub- 


ed during the past four to six months (including The Journal of 


ation). It includes a subject index; index to cases, Rulings and 


e sections; author index, and will in January and July include a 


jof names and addresses of all publishers whose material is in- 


ied. References which are removed after six months will ultimately 


‘Bpublished in pamphlet form, cumulating for several years. 
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iERAL—BOOKS 

Seott JM & Seago E, Partners and 
Partnerships, 
mtesville, 


The Michie Co. (Char- 
1956) 1712pp. (1958 Sup- 
ment also) $30.00 


tord, Successful Tax Practice, Pren- 


be-Hall, 


(Englewood Cliffs, 1952) 
$5.65 
to Handle Taxes in a 
Institute for Business 
nning, Inc., (New York, 1957) 
(loose leaf). Each chapter 
a typical transaction in 
law practice, discusses the 
problems involved; with check 
and citations to law and case. 
an H P, Scientific Employee Bene- 
Planning, Little, Brown & Co., 
oston, 1954) 354p with 1954 sup- 
ment—$10.00. Readable, largely in 
s of practical problems facing a 
dium sized family owned business. 
vold E N, Federal Taxation (4th 
with 57 supp.) Foundation Press, 
, (Brooklyn) $9.50 
in S A & Beck D, Tax Avoidance 
Tax Evasion, The Ronald Press 
(New York, 1958), 220pp, $10 
850 on subscription) (Tax Prac- 
foners Library). Features charts of 
pidance techniques litigated and 
dings. 
an, R S, Arms Length 
ions. The Ronald Press Co., 
rk, 1958) 169pp. $10.00. 
mactitioners Library). Features 
arts setting forth taxpayer's argu- 
nts in each case opposite the find- 


pp. 3 rd ed. 


w Practice, 


Trans- 


an R S, Sound Business Purpose, 
le Ronald Press Co. (New York, 
58), $10.00. (Tax Practitioners Li- 
ry). Features charts setting forth 
payer’s arguments in each case 
posite the finding. 

pr, Encyclopedia of Tax Procedures, 
entice-Hall, (Englewood Cliffs) 
6, 1632pp 

er Institute, JK, Standard Hand- 
bk of Business T'ax Techniques, Mc- 
aw-Hill Book Co., (New York, 
7) 568pp. (monthly supplement) 
$19.50. 

bn J J, Ed., Working with the Rev- 
e Code-1958, American Institute of 
‘As (New York, 1958), 238pp. Com- 
mts, brought up to date from 
rnal of Accountancy Tax Clinic 
b4-1958. 

gomery’s Federal Taxes, The Ron- 
(New York, 1958), 
DOpp, $25.00. Clear and concise ex- 
nation by taxpayers of national 
A form for business managers and 
estors as well as professional tax 
n 


Press Co. 


ilexander’s Federal Tax 
Michie Co. (Char- 
126l1pp. $20.00 
man, Seidman’s Legislative History 
Federal Income and Excess Profits 
Laws: 1953-1939, Prentice-Hall, 
nglewood Cliffs, 1954) 3010pp. 2 
umes. $25.00 


elman R, 
ndbook, The 
esville, 1958) 


History 
Tax Laws: 1938- 
(Englewood Cliffs, 
$10.00 
issignment of Income, 
Press Co. (New York, 
$10 ($8.50 on subscrip- 
n) (Tax Practitioners Library) 
rts of justification of attempted 
ignments and findings 
¥SS & Warren W C, Federal In- 
Taxation, Foundation Press, 
» (Brooklyn, 1955) $10.50 


man, Seidman’s Legislative 
Federal Income 
b1, Prentice-Hall, 
B8) 1166pp. 
ma, D J, 

e Ronald 

58), 131pp, 


1958's Major Income Tax Act—Law 
and Explanation, Commerce Clearing 
House (Chicago, 1958), 128pp, $1.50 

Corporation 1959 Filled-in Tax Return 

orms for 1958 Income, Commerce 
Sas House (Chicago, 1958), 56pp 
-00 


Individual’s 1959- Filled-in Tax Return 
Forms for 1958 Income, Commerce 
Clearing House (Chicago, 1958), 
48pp $1.00 

Federal Taxes 1959, Commerce Clearing 
House (Chicago, 1958), 1,248pp $17.50 

Tax Ideas Manual, Prentice-Hall, (En- 
glewood Cliffs) 1958, 1280pp 

Tax Planning under the New Regula- 
tions, The Journal of Taxation, (New 
York, 1957) 194pp, $4.95. 14 papers 
from the 8rd Annual Institute on 
Taxation conducted by the Texas So- 
ciety of CPAs with the cooperation 
of the Univ. of Houston. 


ACCOUNTING—BOOKS 

Boughner, How to Save Taxes Through 
Proper Accounting, Prentice-Hall, 
(Englewood Cliffs, 1954) 310pp $5.65 

Greenfield H & Griesinger F K, Sale- 
Leasebacks and Leasing in Real Estate 
and Equipment Transactions, Mc- 
Graw-Hill (New York, 1958), 107pp, 
$15.00. Business, tax, legal and ac- 
counting factors analyzed 

Herzberg, Saving Taxes Through Capi- 
tal Gains, Prentice-Hall, (Englewood 
Cliffs, 1957) 430pp $12.50 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 


ACCOUNTING—ARTICLES 

Tax planning at the end of 
Taxes988, Dec58, 6pp 

Criticism of ICC rule permitting RR 
expensing of income tax paid after 
using accelerated depreciation, despite 
straight-line on books & reports, Cerf 
A R 106JAccount62, Oct58, 8pp 


accrual 

IRS pressing claim of right but analysis 
shows extensions not firmly grounded 
on Sp. Ct. cases; victory of proper 
accounting foreseen, Heffern J H 
9JTAX202, Oct58, 2pp 

change of method 

Analysis, criticism of proposed Regula- 
tions especially adjustments required 
of taxpayers with inventories who 
erroneously used the cash basis. Shan- 
non G F 10JTAX94, Feb59, 4pp 

Alternatives facing wrong-basis tax- 
payer under 1958 law, Shannon G F 
9JTAX272, Nov58, 2pp 


AUTHORS 

How to spread author’s income back as 
well as forward, Gelband J F, 10 
JTAX105, Feb59, 4pp 


CAPITAL GAINS AND LOSSES 

Evaluation of Lake decisions as throw- 
ing light on definition of capital 
gains, Smith A P, 10JTAX25 Jan59, 
2pp 

Difficulties foreseen in application of Sp. 
Ct. Lake opinion to complete disposi- 
tions, 72HarvLR109, Nov58, 7pp 


COLLECTION OF TAXES 

liens 

Ass’t Chief Counsel explains IRS view 
on present law of tax liens. Urges 
cautious, unemotional attitude toward 
changes. Best first step would be a 
restatement of present law, prepared 
by law schools, Reiling H T, 36Taxes 
978, Dec58, 10pp 


1958, 36 


Recent Sp. Ct. cases upholding tax liens 
criticized, Cross J H 29MissLJ444, 
OCT58, 14pp 

Brief, clear summary for corporate tax 
executive emphasizing position of cor- 
poration as ex-employer, creditor or 
customer of the delinquent, Plumb 
W T 11TaxExec82, Oct.58, 13pp 

Advantages of, procedures for adminis- 
trative discharge of liens, outlined by 
Wisc. U. S. District Attorney, Minor 
E G 31WisBB51, Oct58, 1p 

National Ass’n Credit men urges limita- 
tion of tax priorities in bankruptcy. 
Text of House judiciary committee re- 
port in favor HR 12802, 60Credit&Fin 
Man39, No.10, Oct58, 

transferee liability 

Stern, Bess decisions analyzed; may be 
abused to thwart income tax collec- 
tion yet preserve insurance for bene- 
ficiaries, Grayck M D, 14TaxLR137, 
Nov58, 15pp 

Stern case analyzed; approved as per- 
mitting states-to perfect their exemp- 
tion policies as socially desirable, 107 
UPennLR290, Dec58, 5pp 


COMPENSATION 

Unqualified plan for deferred compen- 
sation is best if unfunded; should 
include real contingencies, Pomeroy 
H, 10JTAX110, Feb59, 2pp 

Comments on various fringe benefits 
allowable, Weisbard G L, 10JTAX54, 
Jan59, 4pp 

Non-qualified deferred plans with par- 
ticular reference to life insurance 
funding, examples; tax aspects men- 
tioned, Lynch W B 12CLUI305, Fall 
58, 21pp 

What is “an employment” for spread- 
able compensation? Critical analysis 
of regulation, Taylor R C 36Taxes701, 
Oct58, 8pp 


CORPORATIONS—BOOKS 


Holland, Daniel M, The Income-Tazx 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
241pp, $5.00. 

Surrey S S, Income Tax Problems of 
Corporations and Shareholders, The 
American Law Institute ( Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
news of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 

Holzman R S, Corporate Reorganiza- 
tions, The Ronald Press Co., (New 
York, 1955-revision 1956) 487pp. 
$15.00 

Holzman R S, The Tax on Accumulated 
Earnings, The Ronald Press Co. (New 
York, 1957) 136pp, $10.00. (Tax 
Practitioners Library). Analysis of 
practically every case on this issue. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
26lpp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 

Molloy R T, Federal Income Tazation of 
Corporations, Committee on Continu- 
ing Legal Education, (Philadelphia, 
1957) 

Sarner L & Howell C M, Organizational 
Problems of Small Businesses, Com- 
mittee on Continuing Legal Education, 
(Philadelphia, 1956) 204pp, $3.00 

How to Organize the Close Corporation 
to Minimize Taxes, The Journal of 
Taxation, (New York, 1957), 96pp, 
$2.00. Practitioner’s Guide No. 4. 


CORPORATIONS—ARTICLES 


All Tax Project problems considered, 
1956-58, tentative staff recommenda- 
tion of best tax policy on corporate 
organization, reorganization, dissolu- 
tion, collapsibles, multiples, loss carry- 
overs, debt, attribution of ownership, 
Surrey S S, 14TaxLR1, Nov58, 54pp 

Electing to tax income to owners, ex- 
position of the law, examples, Eiden- 
berg N, 283NYCPA865, Dec58, 10pp 

Electing to tax income to owners. Out- 
line of law, problems and the pitfalls 
considered. (Talk delivered in Octo- 
ber, 1958), Meyer M E, 36Taxes919, 
Dec58, 6pp 


Brief t on chang made by 
1958 law, Salwen L B, 283NYCPA881, 
Dec58, 9pp 

eccumulated earnings tax 

Analysis of issues raised in cases since 
1954; practical discussion of close 
corporation planning for redemption, 
esp installment purchases, uses of in- 
surance; implication in proposed regu- 
lations that investment even in un- 
related business is acceptable, Altman 
D, 36Taxes933, Dec58, 25pp 

Corporation redeeming stock not neces- 
sarily vulnerable; Tax Court’s one- 
year’s operating-expense test dis- 
cussed, Bachrach J C, 10JTAX84, 
Feb59, 4pp 

Tax Court attitude as shown in Pelton 
Steel, on accumulated earnings 
threatens stock redemption plans, 
Frost F D 9ITAX324, Dec58, 6pp 


buy-sell agreements 

Summary of tax problems, Kimbrough 
AR, 97Tr&Est925, Oct58, 4pp. Also 
in Proced. Section Real Prop. Pro- 
bate, Trust Law ABA 

Buy-sell agreements, legal, tax prob- 
lems; attribution rules; basic uses of 
insurance; valuation of stock; part- 
nership also covered briefly, Laikin 
G J, 9TTr&Est880, Oct58, 13pp also 
in Proced. Section Real Prop. Probate, 
Trust Law ABA 

Tax hazards esp. accumulated earnings 
penalty, dividends to others (written 
before Holsey reversal), 20UPittLR66, 
Fall58, 19pp 

close 

Review of tax problems facing typical 
close corporation as it grows, Teschner 
R 10JTAX13, Jan59, 4pp 

Summary of 1958 law, Gone affect- 
ing small business, Hart H H, 9JTAX 
218, Oct58, lpp 

collapsible 

Courts, interpreting the badly drawn 
law, are going beyond the intent of 
Congress. Recent cases elaborately 
analyzed, compared. 1958 Law (Sub- 
chapter S and new 341(e)) grant re- 
lief most arbitrarily. Hasty legisla- 
tion, bad draftsmanship make inter- 
relation of these complicated provi- 
sions incomprehensible, Azelrad I I, 
36Taxes893, Dec58, 26pp 

Exposition of 1958 change in law 
Schueller H H, 283NYCPA87%5, Dec58, 
6pp 

Recent cases critically and extensively 
analyzed, Donaldson J B, 36Taxes777, 
Nov58, 10pp 

Regulations analyzed, criticized as un- 
warranted, Wilkins T M TulTaxInst 
511, 1958, 29pp 

Court Holding problem can arise on 
liquidation of collapsible corporation 
though asset was held for 3 years, 
9JTAX270, Nov58, 1p 


electing to tax income to owners 

Are disallowed T&E dividends to stock- 
holder-employees? Ruling awaited, 10 
JTAX89, Feb59, Ip 

Analysis, with examples, of application 
of Subchapter S; pitfalls indicated, 
Roberts S I and Alpert H H, 10J TAX 
2 Jan59, llpp 

Few personal holding companies will 
qualify, 10JTAX19, Jan59, 2pp 

How to avoid hidden tax trap in divi- 
dends under Subchapter S election, 
9JTAX360, Dec58, 2pp 

Thin incorporation and subchapter S 
election as a solution, Manly R W 
9JTAX322, Dec58, 3pp 

Fringe benefits important in deciding 
whether to elect, 9JTAX376, Dec58, lp 

Explanation of law, Robinson G J 
9JTAX264, Nov58, lp 

Brief comments pointing out some tax 
opportunities and hazards, 9J TAX263, 
Nov58, lp 

Outline of new law, 9JTAX194, Oct58, 
lp 

formation 

Tax a consideration in deciding whether 
to incorporate and, if so, in a tax- 
free or taxable way; how much debt 
to use; introductory, Weiss R, 42 
MarqLR202, Fall58, 15pp 

Problems in choosing structure; practi- 
cal, thoughtful, comprehensive; cita- 
tions to cases and articles, Hellerstein 
J R TulTaxInst416, 1958, 32pp 








liquidations 

IRS taxing goodwill distributed in wind- 
up of service firms; other goodwill 
problems of insurance agency, Tye 
C W, 86Taxes805, Nov58, 2pp 


redemptions 


Meticulous analysis Zipp, Holsey, prede- 
cessor cases and IRS ruling policy 
(written before IRS announcement it 
will follow Holsey decision (CA-3)), 
Graham R F, 36Taxes925, Dec58, 9pp 


Conditions under which IRS will rule 
that redemption is not a dividend to 
remaining stockholders; new construc- 
tive dividend case on TC Docket, 
Meldman L L 9JTAX221, Oct58, Ip 


reorganization 


Treasury position, as shown by un- 
published, as well as published, rul- 
ings on Section 355 separations; IRS’ 
right to insist on business purpose 
questioned, Mintz S C, 36Taxes882, 
Dec58, lipp 


Explanation of Mills Committee ad- 
visory group proposal on Subchapter 
C, Cohen A H, 105JAccount40, No. 5, 
Nov58, 8pp 


ABA group finds attribution rules too 
complicated; proposes amendments, 
9JTAX266, Nov58, 2pp 


Analysis of rulings on active business 
rule for spin-offs and partial liquida- 
tions, 9JTAX220, Oct58, lpp 

stock options 


Restricted stock options explained large- 
ly by reference to legislative history, 


Schlesinger E S 36Taxes709, Oct58, 
80pp 

thin 

Tax Court seen as realistic; appellate 
courts too formaltistic, Hellerstein, J, 


10JTAX88, Feb59, 1p 

Subjective standards make test of thin- 
ness, proof, very difficult, new allow- 
ance for ordinary deduction on stock 


loss one way to avoid whole prob- 
lem, Kramer J O, 106JAccount48, 
Dec58, 4pp 


Ratio, intent tests analyzed, cases sum- 
marized, adequate capitalization seen 
as true standard, Greenberg B A & 
Simmons F L 9JTAX268, Nov58, 3pp 


DEDUCTIONS & EXPENSES—BOOKS 


How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 


Wriggens, J C & Gordon, G B, Repairs 
vs. Capital Expenditures, The Ronald 


Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 


charts of fact situations and findings 


DEDUCTIONS & EXPENSES—ARTICLES 

education 

IRS policy on professional, especially 
the self-employed, too severe, cases 
analyzed, Loring H H 9JTAX280, 
Nov58, 3pp 


Explanation of new regulations, 44 
ABAJ1097, Nov58, 2pp 


Sp. Ct. decisions disallowing truck- 
weight fines criticized for not making 
wilfullness a factor. Allowance of 
gambler’s expenses approved, 72Harv 
LR109, Nov58, 7pp 


Sp. Ct. tempers public policy rule to 
avoid undue hardship, 9JTAX274. 
Nov58, lp 


travel and entertainment 


Summary of law and recent IRS pro- 
nouncements, Powers E L, 10JTAX 
102, Feb59, 3pp 


Lucid summary law; new reporting rules 
and problems they raise, Helstein R S 
28NYCPA800, Nov58, l4pp 

Survey law, new regulations, Winquist 

N, 12VaAccount9, Fall58, 6pp 


Brief, practical advice on reimburse- 
ment, records; comments on a few 
illustrative cases, Chanen F A 4Prac 
Law53, No4, Oct58, 6pp 


T&E reimbursed expenses, salesmens’ 
professionals’, landlords’. Brief exposi- 
tion of deductible items, Hemmings 
A I TulTaxInst614, 1958, 33pp 


, 


Final expense account regulations 
tighten up on reimbursements, 9JTAX 
2838, Nov58, Ip 

IRS rules travel allowance to 12%4¢ a 

mile, subsistence to $15 a day need 

not be reported by employee, 9JTAX 

282, Nov58, 2pp 


DEPLETION 


Coal accountant summarizes the treat- 
ment of coal depletion, Thomas L J, 
8NatPA5, No. 11, Nov58, 3pp 


End-use test for clay; IRS policy, cases, 


legislation, summarized 9JTAX300, 
Nov58, ip, Zionts B, 20UPittLR155, 
Fall58, 15pp 
DEPRECIATION—BOOKS 
Brown, E C, Effects of Taxation: De- 
preciation Adjustments for Price 


Changes, Harvard (Cambridge, 1952), 
161pp 


DEPRECIATION—ARTICLES 


Maangement’s quest for high reported 
profits (sometimes to support high 
bonuses) seen as reinforcement to 
IRS opposition to more realistic de- 
preciation, Barlow J, 10JTAX66, Feb 
59, 2pp 


Arguments in favor of capital 
ordinary loss, on 
ment sold, Bryson 
Feb59, 3pp 


IRS Engineering Branch chief explains 
organization, policies, especially sal- 
vage and repair, Parker D S, 10 
JTAX69, Feb59, 2pp 


CPA comments on: records required, 
the declining-balance and salvage prob- 
lems, 150% for post-1954 used prop- 


gain, 
depreciable equip- 
B O, 10JTAX71, 


erty; Hertz case, Robertson E H 
9JTAX332, Dec58, 6pp 
accelerated 


Tax saving opportunity in own-exper- 
ience useful life and no-salvage rule 


for declining-balance, Richter J H 
9JTAX338, Dec58, 1p 

1958 small business 

Law explained; suggestions for best 


uses, Lowrimore C S Sr, 9JTAX206, 
Oct58, 3pp 


reinvestment 


Explanation of proposal that excess of 
replacement cost over accumulated de- 
preciation be deductible upon retire- 
ment and reinvestment, McAnly H T 
26Control472, Oct58, 5pp 


EARNINGS G PROFITS 


CPA outlines methods of computing, 
working from book surplus. Leading 
cases summarized, Schwanbeck W J, 
10JTAX22, Jan59, 4pp 

Effect of parent’s reimbursement of sub- 
sidiary’s loss, 15W&LLR309, Fall58, 
6pp 


EMPLOYEES 


meals, lodging G moving expenses 


Peurifoy case, background, reviewed, 
10JTAX107, Feb59, 2pp 


IRS states policy pending Peurifoy de- 


cision: generally temporary consid- 
ered less than one year, 9JTAX283, 
Nov58, 1p 


ESTATES AND GIFTS—BOOKS 


Bowe, W J, Estate Planning and Tazxa- 
tion, Dennis & Co., Inc. (Buffalo, 
1957) 2 volumes, 590, 614pp, $36.00. 


Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 


Bittker, Federal Income, Estate and 
Gift Tazation, Little, Brown & Co., 
(Boston, 1955) 1280pp. $11.00 


Lasser Tax Institute & Wallace R, 
How to Save Estate and Gift Tazes, 
American Research Council (New 
York, 1955), 310pp 


Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs ) 


Surrey S S & Warren W C, Federal 
Estate and Gift Taxation, Foundation 
Press, Inc., (Brooklyn, 1956) $10.00 


Federal Estate and Gift Taxes Explained 
—Including Estate Planning. Com- 
merce Clearing House, (Chicago, 


1956) 288pp, $3.00 

The four following titles cover the 
entire field—property transfers, ad- 
ministration problems, as well as 
taxes: 









Little, 
(an- 


Casner, A J Estate Planning, 
Brown & Co., (Boston, 1956) 
nual supplement) 1137pp, $15.00 


Loring, A Trustee’s Handbook (revised 
by MA Shattuck) Little, Brown & 
Co., (Boston, 1940) 425pp, $7.50 


Shattuck M A & Farr J F, An Estate 
Planner’s Handbook, second edition, 
Little, Brown & Co., (Boston, 1953), 
610pp, $10.75 


Spinney W R, Estate Planning—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 


ESTATES—ARTICLES 


History of once-popular tax gimmicks 
reviewed as warning against unsound 
tax motivated planning, Durand H F, 
97Tr&Est922, Oct58, 3pp. Also in 
Proved. Section Real Prop. Probate, 
Trust Law A 


Unique situation in which sale of ap- 
preciated property by elderly tax- 
payer during life will save estate tax, 
Low N, 10JTAX42, Jan59, 3pp 


Situations, family and financial, in 
which marital deduction wills are 
inadvisabie; simple clause proposed, 
Sammond F, 10JTAX44, Jan59, 2pp 


Problems raised by stock dividends be- 
tween gift in contemplation and date 
of death, Sullivan J C, 63 DickLR68, 
Oct58, 3pp 


Very brief mention of facts influencing 
valuation of closely-held stock for 
estate tax, Weisbard G L, 26CalICPA 
28, Nov58, 4pp 


Criticism of Sp. Ct. separation of insur- 
ance-annuity combined purchases (Fi- 
delity-Phil. case), 72HarvLR109, Nov 
58, Tpp 


administration 


Expense deduction election items eli- 
gible; mechanics of choice; who under 
state law gets the tax saving, Lewis 
J B, 9TTr&Est936, Oct58, 3pp, also 
in Proced. Section Real Prop. Probate, 
Trust law ABA 


Federal, N. Y. state & estate accounting 
rules on basis, depreciation, depletion, 
accounting periods, Barnett B 28 
NYCPAT32, Oct58, 10pp 


Executor’s income tax problems espe- 
cially with distribution; cause is taxa- 
tion under trust rules, Capps A T 
TulTaxInst40, 1958, 14pp 


Brief statement of income tax effect, 
various items, estate’s income and 
deductions; elections; choice of year, 
Rosbe R L TulTaxInst54, 1958, 10pp 


planning 
Example’s of CPA’s role, AICPA Comm. 


on Estate Planning, 1053 Account55, 
No. 5, 8pp 

Accountants’ opportunities; hints for 
developing client interest in, Rapo- 


port L A 9JTAX294, Nov58, Ip 
EXCESS PROFITS TAX—BOOKS 


Seidman, Seidman’s Legislative History 
of Excess Profits Tax Laws: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 


EXCISE TAXES 


Explanation of new constructive sales 
price rules for manufacturers excise 
taxes, Litschgi B, 44ABAJ1205,Dec 
58, 3pp 


EXEMPT ORGANIZATIONS—BOOKS 


Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptions 


EXEMPT ORGANIZATIONS—ARTICLES 


Obtaining an exemption as a business 
league, especially lenders’ exchange, 
Baumgartner E D, 10JTAX99, Feb 
59, 2pp 


Informed comment on IRS position on 
exclusive operations; grantor-fiduciary 


relations; appreciated prope 
related income, accumulated 

etce., Barnes W T 9JTAX3G 
6pp 


Comments on 1954 Code chang 


income, 
AX362, 











lations, rulings, including ign inco! 

published, Elder P 28NYCPAgmmyidend; 
58, 9pp ainerd 
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812, Nov58, 2pp ag 
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IRS attacks stockholders bail @MPfaxes825 

























































sale to charity; churchmen 
change (TC Docket), 9JTA 
58, 2pp 


Hospitals, leasing of office 
doctors may pose tax pro 
JTAX251, Oct58, 1p 
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iced by 
Ihite V C 


it not 
reign ta? 


nt denie 
ble for 
TAX291, 


UD—BO! 


Choosing right property for d 
gift can increase saving; t 
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G E & Hammonds O W, 1037 
Feb59, 4pp 


Gifts that can increase spend; 


come, Rogers D 9JTAX230, 
4pp. er, H ¢ 
actitione 
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Halstead H M, Federal Income }j 
of Farmers, Committee on Con 
Legal Education, (Philadelphia 
129pp, $3.00 


3 ts 0 
FARMERS—ARTICLES oe | 

Philadelp 
Capital gain on sale of top 


enson, 
aw, Bot 
napolis. 


UD—AR 


JTAX123, Feb59, 1p 


New first-year depreciation and 
10JTAX123, Feb59, lpp 


Crop rentals as_ self-employmal 
retirement income, 10J TAX MM etical a 
59, lp ud inv 


TulTax 
worth 


f comm 
et worth 
income 
b5° 17p) 


Tests for reasonable profit expel 
from hobby farm, 10JTAX59, 
lp 


IRS won’t regard inventory of « 
farmer decedent as creating ‘ 
in respect of decedent” wha 
Yeung J N 9JTAX355, Decb8, 


IRS won’t tax patronage divideni 
tificates; care in tax accounting gijors 
9JTAX357, Dec58, lp ay 

stodian: 

), 97Tré 


lations 


FOREIGN—BOOKS 


Barlow and Wender, Foreign Inva 
and Tazxation—Harvard Law @™ on 
International Program in T sts, Lc 
Prentice-Hall, (Englewood @?? 
1957) 506pp, $7.50 

OME—! 


Gibbons W J, Tax Factors ini 
International Business Abroad, @pdsay D 
School of Harvard University, | oss In 
bridge, 1957) 178pp, $5.00. St te (Ne 
Uz. tax advantages in ha xpositio: 
termediate foreign holding ode, re 
own stock of foreign operating @@lusions, 
panies and of the tax an entmen’ 
tion laws and exchange controk 
popular “base” companies. OME— 

ation 0 

Halprin 


International Tax Agreements, Vé 
Columbia University Press, 
York, 1958) 384pp, $2.50, C 
chronological listing 


Posner S I & Allan H J, Federal 
and Foreign Investments, 
Affairs Press (Washington, 3 
14pp, 50c. Easy to read; no cit 
introductory. 


Rado A R, & Uckmar V, The Tat 
ventions Between the United $ 
and Italy, International Bureau 
cal Documentation, ( Amster 
1958), 104pp., $2.50. U.S. lawye 
plains application to U.S. tat 
Italian lawyer, application to i 
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$100,000. Mathematics of extt 
and investment company advatt 
Author concludes tax savings af 
small to be an incentive, Kaci 
J M Z 47GeoLJ88, Fall58, 18pp 


business 


tials a 
Princeto 


Corporations electing to tax cd 
income to owners must watch 








P roperpes 


ated « 

XSi 
hangs 
ng % 
i CPA 


if tra 
ublie, 


bail , 
men wi 


I TAX 


fice g 
Probl 


FOB on exports, 


income, esp. 
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ign income as royalty rather than 
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ainerd A W & White Vc, 10 
AX33, Jan59, Spp 

tax reduction by taking foreign 
bsidiary income as royalties. Am- 
ruity in computation, Swanson H P, 
axes825, Nov58, 4pp 

iguous computation of new credit 
tax on royalties; solution turns on 
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TAX291, Nov58, lp 

AUD—BOOKS 

er, H G, Tax Fraud: What the 
actitioner Needs to Know to Pro- 
ct His Client, The Journal of Taxa- 
on, (New York, 1957) 96pp, $2.00. 
ticles originally published in The 
urnal of Taxation, ‘Practitioners’ 
ide No. 3.” 

elanetz B & Bender L, Criminal 
spects of Tax F raud Cases, Com- 
ittee on Continuing Legal Education, 
Philadelphia, 1957) $3.00 

tenson, E R, Federal Tax Fraud 
aw, Bobbs-Merrill Co., Inc., (In- 
anapolis, 1958) 

UD—ARTICLES 

tical advice to lawyer handling 


aud investigations by IRS, Avakian 


TulTaxInst349, 1958, 23pp 

worth 

pf comments on items entering into 
et worth, bank deposit computations 
¥ income, Smith G A TulTaxInst331, 
5° 17pp 

$s 

ors 

blems, legal and tax, under new 
istodianship statutes, Tomlinson E 
W, 97Tr&Est929, Oct58, Tpp 

ulations, rulings answer some prob- 
pms on gifts thru custodianships and 
rusts, Lentz H T 9JTAX344, Dec.58, 
PP 

OME—BOOKS 

dsay D A & Burford S F, Items of 
ross Income, Practicing Law Insti- 


ute (New York 1958) 72pp $2.00. An 
xposition of the law, footnoted to 


ode, regulations, cases; covers ex- 
lusions, and income given special tax 
reatment. 

OME—ARTICLES 

cation of embezzlers. Spilky A H & 


Halprin P, 36Taxes798, Nov58, 5pp 
5 to reconsider 
ontributions for 


policy on customers’ 
construction of fa- 


ilities, 9JTAX210, Oct58, 1p 

erential 

iw taxes should be reduced, Atkeson 
C, PrincetonTaxInst199, 1958, 16pp 
pensation for the artist and the in- 
entor, Bierman J D, PrincetonTax 
nst95, 1958, 22pp 

erentials from the standpoint of the 
rporation, Casey Princeton 

TaxInstl31, 1958, 13pp 

aluation of Sadlak-Herlong bills, 
Javidson J C, PrincetonTaxInst220, 

1958, 5pp 

‘reduction from retailers’ viewpoint, 
delmann C M, PrincetonTaxInst215, 
1958, 3pp 

appraisal of proposals for tax differ- 
ntials affecting investment, Eisner R, 

Princeton TaxInst154, 1958, 18pp 

uble taxation of dividends, Flanders 
R E, PrincetonTaxInst185, 1958, 6pp 
tly tax reduction unlikely, Gillim 
MH, PrincetonTaxInst218, 1958, 2pp 


h appraisal of proposals for tax dif- 
erentials in compensation, Harriss 
CL PrincetonTaxInst117, 1958, 4pp 


How workers look at tax problems, 


Henle P,* 
13pp 


Comparisons of tax differentials in the 
U.S., Canada &, Britain, Kent H R, 
PrincetonTaxInst11, 1958, 23pp 


Tax differex:tials in executive compensa- 
tion, Schulman A, PrincetonTax 
Inst67, 1958, 15pp 


General policy problems of tax differ- 
entials, Smith D T, PrincetonTaxInst 
3, 1958, 8pp 


Differentials from the standpoint of 
the investor, Stock L O, PrincetonTax 
Inst144, 1958, 10pp 


The income tax base for individuals, 
Surrey S S, PrincetonTaxInst34, 1958, 
25pp 


Benefits from over-all rate reduction, 
urner C L, PrincetonTaxInst225, 
1958, 6pp 


.PrincetonTaxInst82, 1958, 


INSURANCE—BOOKS 


Foosaner S J, Foosaner Tax 
ife Insurance, Callaghan 
(Chicago, 1957) 265pp, $8.50 


Harnett, Taxation of Life Insurance, 
Prentice-Hall, (Englewood Cliffs, 
1957) 296pp, $7.50 


How Federal Taxes Affect Life In- 
surance and Annuities, Commerce 
Clearing House, Inc., (Chicago, 1958) 
96pp, $1.50 


Uses of 
& Co., 


INSURANCE—ARTICLES 


IRS to follow Casale reversal, Maier L, 
10JTAX90, Feb59, 


Sale of nearly-matured policy; cases an- 
alyzed, Wiley R A, 36Taxes803, Nov 
58, 2pp 


Careful review of year’s legislation, rul- 
ings and cases; insurance companies, 
pensions for self-employed, estate tax 
on proceeds, accident-health, stock 
purchase agreements, related accumu- 


lated earnings problems, transferee 
liability, Worthy K M 36Taxes737, 
Oct58, 18pp 


Sale of nearly matured policy; courts 
differ on capital gain, recent cases 
analyzed, 9JTAX370, Dec58, 1p 


Louisiana law affecting tax planning for 
family, business life insurance, Cahn 
L S TulTaxInst19, 1958 20pp 


Income & estate tax on proceeds at 
death or before; gift tax; easy to read 
survey, Hatfield R F TulTaxInstl, 
1958, 18pp 


IRS drops proposal to include insurance 
in estate tax value of stock redeemed 
under insured buy-sell agreement, 9 
JTAX302, Nov58, lp 


Final estate tax regulations 
death benefit under 
though from 
Oct58, 1p 

INTERNAL REVENUE SERVICE 


Conference Co-ordinator (Upper Man- 


exclude 
qualified plan 
insurance, 9JTAX248, 


hattan, NY) discusses agents’ duties, 
powers, problems; valuation section; 
binding rulings, acquiescence policy, 
Olsen A F, 28NYCPA783, Nov58, 
12pp 

INVENTORY—BOOKS 

Butters J K, Effects of Taxation: In- 


ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 
INVENTORY—ARTICLES 
CPA comments on difficulty of deter- 


mining cost and market, paucity of 
cases and rulings, concludes that con- 
sistency is most important principle, 
Johnson E C, 36Taxes866, Dec58, 3pp 


INVOLUNTARY CONVERSION 


Regulations err in treating proceeds 
paid to mortgagee as received by 
owner. Cases analyzed, Braunfeld F L 
36Taxes 697, Oct58, 4pp 


Examples; exposition of law, Rev Ruls, 
Meyer C TulTaxInst301, 1958, 30pp 


JOINT OWNERSHIP 


Nature of various forms of joint owner- 
ship, income, gift and estate tax 
treatment, Laiken G J, 42MarqLR176, 
Fall58, 17pp 


LOSSES 
carryback and carryover 


IRS won’t apply Libson Shops under 
1954 Code, 9JTAX219, Oct58, Ip 


small business 


gy ve suggestions for planning 
it; warnings of danger points, 
SUTAKIO4 Oct58, 3pp 


OIL, GAS AND MINERALS—BOOKS 


Breeding & Burton, Taxation of Oil and 
Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 


Miller K G, Oil and Gas Federal In- 
come Taxation, Commerce Clearing 
House, Inc., (Chicago, 1957) 352 pp, 
$10.50. Author is an attorney and a 
practicing CPA, a partner in Arthur 
Young & Co. 


OIL, GAS AND MINERALS—ARTICLES 


Analysis litigation culminating in Lake; 
implications of Lake, application to 
oil financing problems; clear, thorough, 
practical, Benjamin E B & Currier 
T S, 11TaxExec43, 39pp 


Analysis of conflicting decisions on right 
of coal stripper to depletion, Redman 
L, 44ABAJ989, Oct58, 3pp 


Mineral lease brokers; tax problems, 
especially “‘pool of capital” concept, 
importance of records, capital gains 
possibilities, Hughes A E TulTaxInst 
244, 1958, 20pp 


Capital gains in minerals; sale, lease, 
assignment income; cases analyzed; 
citations to literature, Jewett R K 
TulTaxInst264, 1958, 37pp 


Survey tax problems of investor; various 
interests explained; cases, IRS posi- 
tion critically analyzed; comprehen- 
sive, clear, Stroud E B TulTaxInst192, 
1958, 54pp 


PARTNERSHIPS—BOOKS 


Aronsohn, A J B, Partnerships, Practi- 
cal Law Institute, (New York, 1957) 
106pp 


Little P., Federal Income Tazation of 


Partnerships, Little Brown & 0., 
(Boston, 1952) 469pp, (with 1957 
bound supplement), $25.00. Unfor- 


tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. 


McDonald D, Dohan D H D & Phillips 
P , Federal Income Tazation of 
Partners and Partnerships, Committee 
on the Continuing of Legal Education, 
(Philadelphia, 1957) 


Shockey H & Sweeney H W, Taz Effects 
of Operating as a Cornoration or 
Partnership, Prentice-Hall, Inc., 
(Englewood Cliffs, 1957) 585pp, $8.50 


Taubman J, The Joint Venture & Tax 
Classification, Federal Legal Publica- 
tions, Inc., (New York, 1957) 493pp, 
$15.00 


Willis, Handbook of Partnership Tazxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G PARTNERSHIPS— 
ARTICLES 


NY decision indicates professional part- 
nership has goodwill, must extend to 
excluded partner, 10JTAX52, Jan59, 
2pp 


Advantages to corporations in using an 
unincorporated joint venture to carry 
out new projects, Brady G J 9JTAX 
258, Nov58, 3pp 


Purchase of partnership interest vs 
assets; TC Docket, 9JTAX314, Nov58, 
Ip 

liability 

Hazards, and ways to avoid them, in 
contributed property, sale of interest, 


other dealings involving liabilities, 
Weiss R L 9JTAX226, Oct58, 4pp 


PATENTS 


Cases, legislation, history, present status 
of capital gains on patent transfers, 
Mortenson E R, 36Taxes787, Nov58, 
llpp 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Rice L L, Basie Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 

phia, 1957) 148pp, $3.00 


Pension and Profit-Sharing Plans and 
Clauses, Commence Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 


PENSION & PROFIT SHARING PLANS— 
ARTICLES 


Proposal that corporations, rigidly 
limited, be permitted to practice pro- 
fessions. Urged as only practical way 
to achieve pension tax benefits for 
professionals, Jones H B, 27FordLR 
353, Aug58, 20pp 


Proposals for pensions for the self-em- 
ployed 1945-1958; legislative history of 
Jenkins-Keogh, other bills; extensive- 
ly footnoted to ngressional hear- 
ings, bar group reports, Rapp L M, 
14 TaxLR55; Nov58, 30pp 


Brief general comments on basic ques- 
tions in choosing a plan, Corbin D A, 
26Control530, Nov58, 5pp 


Brief comments on Kintner-type asso- 
ciations, insurance commissioners’ new 
form; recent Federal legislation; other 
news of regulations, Platkin I, 28 
NYCPA814, Nov58, llpp 


Pension rights should be “‘portable’”’ i.e. 
not lost by job transfer, not technical, 
Steinhaus H W, 7Challenge29, No. 2, 
Nov58, 4pp 


Argues that trusteed plans are superior 
to insured plans, Warner P A, 97Tr& 
Est1030, Nov58, 3pp 


Outline of estate tax on pension & 
profit-sharing benefits, Lawthers R J 
12CLUJ360, Fall58, 8pp 


Description of function of actuary in 
developing and administering pension 
plans, 9JTAX372, Dec58, 2pp 


PERSONAL—BOOKS 


Casey W J, Mutual Funds and How to 
Use Them, Institute for Business 
Planning, Ine. (New York, 1958), 
215pp, $12.50, Emphasis on family 
and small-corporation financial and 
tax planning 


Vernon W, Vernon LM, & Keebler S E, 
Federal Income Tazation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 


Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 
3. 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 
$1.00 

PERSONAL HOLDING COMPANIES 

Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp 

PLANNING—BOOKS 

Ervin J W ed., 1958 Major Tax Plan- 


ning, Matthew Bender & Co., (Al- 
bany, 1958) $14.50 
PLANNING—ARTICLES 
Summary of tax-saving devices, new 


and old, available to year-end tax 
planner, Freeman H A, 9JTAX358, 
Dec58, 3pp 


POLICY—BOOKS 


Blough, The Federal Taxing Process, 
Prentice-Hall, Englewood Cliffs 


Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices. 


Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 
Business Administration, (Hanover, 
1958) 28pp, (bulletin—free) 








POLICY—ARTICLES 


Rep. W. D. Mills outlines his program 
for tax revision to achieve simplicity 
and equity; prefers study by advisory 
groups, 10JTAX116, Feb59, 2pp 


Preparing a very simple averaging 
plan: unlimited voluntary tax de- 
ferral upon deposit of deferred in- 
come at no interest, Esenoff C M 
Beckett H L 9JTAX204, Oct58, 2pp 


PROCEDURE—BOOKS 


Casey LF, Casey Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
195ipp. (Cumulative Pocket Parts— 
annually) $80.00 


Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Lecal Edu- 
cation, (Philadelphia, 1957) 205pp, 


Lore, How to Win a Tax Case, Prentice- 
Hall, (Englewood Cliffs) 


Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 
of Legal Education, (Philadelphia, 
1955) 

When You Go to the 
cedure and Practice, 
ing House, Inc., 


Tax Courts; Pro- 
Commerce Clear- 
(Chicago, 1957) 


316pp (paper cover), $4.00 
PROCEDURE—ARTICLES 
Chief counsel gives practical advice; 
getting your story into the IRS file, 
especially if the National Office is 
to be consulted, more changes in 


inevitable; 
prepared re- 


settlement procedure are 
importance of carefully 


quests for exemption, other rulings, 
Cantrell A M, 36Taxes853, Decbd8, 
13pp 

Former attorney for Regional Counsel 
discusses new settlement authority, 
attitude and policy of Counsel and 
Appellate Division; advice to practi- 
tioners making settlement offers, 
Donnelly T J, 10JTAX76, Feb59, 3pp 


Can refund claim be amended? What is 
rejection of claim? Code, some cases, 
summarized, Jordan G S, 25JBADCol 
603, Dec58, 9pp 


Conference co-ordinator (Upper Man- 
hattan Dist.) outlines audit review 
and conference policies of his office, 
Olsen A F, 283NYCPA890, Dec58, 9pp 

Ass’t to chief counsel explains under- 
lying reasons for IRS litigation 
policy; copious reference to recent 
cases illustrating problems and how 
chief counsel solves them. Office or- 


ganization and liaison 
Justice covered, 
Taxes958, Dec58, 


with Dept. of 
Treusch P E 36 
20pp 


Flora reasoning not impeccable, but re- 
sult requiring full payment prior to 
refund suit is practical, 27FordLR438, 
Aug58, 8pp 


Deputy Commissioner speaks 
and in general terms 
Planning and Research 
rent work: procedura! problems, elec- 
tronic data processing, Delk O G, 11 
TaxExec36, Oct58, Tpp 

New “right-to-know” law may require 
IRS to produce documents and permit 
agents’ testimony. Law cases on privi- 


briefly 
about IRS 
Division cur- 


lege analyzed, Donaldson J B, 10 
JTAX38, Jan59, 2pp 


ABA group 
proposed 
Code. 


would exclude IRS from 
administrative Procedures 
9JTAX379, Nov58, lp 


Special Assistant to chief, Appellate 
Div., NYC region, explains develop- 
ment, current work of division; com- 
ments on withdrawal of claims and 
referral of issues to National office, 
ee C R 28NYCPA713, Oct58, 
pp 


ABA group finds anarchy in tax liens; 
proposes study and legislation, 9JTAX 
305, Nov58, 2pp 


Deputy IRS Commissioner reviews state- 
Federal information exchange pro- 
gram, 9JTAX304, Nov58, 2pp 


ABA group asks curb on IRS jeopardy 
powers; current law discussed, 9JTAX 
238, Oct58, 1p 


REAL ESTATE—BOOKS 


Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 


REAL ESTATE—ARTICLES 


Severity of courts in denying capital 
gain on subdividing led to 1954 Code 
change. Selected cases (Old Law) 
compared, 15W&LLR303, Fall58, 6pp 


REDEMPTION OF STOCK 


dividend 


Holsey as reversed seen as contrary to 
Zipp: caution in relying on Holsev 
ureed. Peltin S C & Meldman L L 
9JTAX261, Nov58, Ip 


RETURNS 


consolidated 


Consolidated returns; 
inate inequities in present handling: 
one practitioner’s practical advice, 
9JTAX208, Oct58, Ipp 


estimates 


Using withholdings to cet safe esti- 
mates, 9JTAX377, Dec58, 1p 


SALES TAX—BOOKS 
Due J F. 


ABA would elim- 


Sales Taxation. The Univer- 
sity of Illinois Press. (Urbana. 1957.) 
396pp. $5.75. US, European. British 
Commonwealth sales taxes descrihed: 
policy and administrative prohlems 
analyzed. 


SOCIAL SECURITY 


Summary of 1958 law changes, 
243, Oct58, 2pp 

Similarly, Ress SS 283NYCPA750, Oct58, 
8pp 


STATE AND LOCAL—BOOKS 


Hanczaryk E W & Thompson J H. The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown. 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could: 
reliance on sales and excise called too 
heavy and property taxes found in- 


9ITAX 


equitable. 
Morton W A, Housing Taxation. The 
University of Wisconsin Press. (Madi- 


son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant. partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


1958 Tennessee cases reviewed, Hartman 
P J, 11VandLR1387, Oct58, 12pp 

Economist proposes uniform state tax 
on corporations, Wilkie J 36Taxes 
807, Nov58, 14pp 

Defense of Louisiana tax exemptions 
for new industry as beneficial to state, 
Conner E D TulTaxInst448, 1958, 9pp 

Selecting state of incorporation; tax, 
other legal factors: law in all states 


noted, Dederick C G TulTaxInst372, 
1958, 44pp 

excise 

Changes in motor-vehicle taxes (all 
states) from 10/1/55 to 10/1/58, 22 
TAN109, Oct58, 2pp 


income taxes 


Effect of Subchapter 
ious state taxes, Stine G T, 
91, Feb59, 1p 

N Y requires accrual on decedent’s final 
return; recent income tax changes, 
Dizon A J, 23NYCPA899, Dec58, 3pp 

Effect of Subchapter S election on NY 
franchise tax and stockholders’ NY 
income tax, Hanigsberg O, 283NYCPA 
825, 2pp 

Survey of all states: rates, exemptions, 
inclusions and exclusions. etc., Lina- 
men H F & Falls G, 10JTAX48, Jan 
59, 3pp 

Calif. franchise tax board memorandum 
on “What is a unitary business?” 26 
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